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WALL STREET AND THE FINANCIAL CRISIS: 
THE ROLE OF HIGH-RISK HOME LOANS 


TUESDAY, APRIL 13, 2010 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Homeland Security 
AND Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:33 a.m., in room 
SD-342, Dirksen Senate Office Building, Hon. Carl Levin, Chair- 
man of the Subcommittee, presiding. 

Present: Senators Levin, Kaufman, Coburn, Collins, and Ensign. 

Staff Present: Elise J. Bean, Staff Director/Chief Counsel; 
Zachary 1. Schram, Counsel; Mary D. Robertson, Chief Clerk; 
David H. Katz, Counsel; Allison F. Murphy, Counsel; Adam Hen- 
derson, Professional Staff Member; Jason E. Medica, Detailee 
(ICE); Christopher Barkley, Staff Director to the Minority; Anthony 
G. Cotto, Counsel to the Minority; Robert Kaplan, Intern; Jeff 
Kruszewski, Law Clerk; Ryan McCord, Law Clerk; Kevin Rosen- 
baum, Intern; Andrew Tyler, Law Clerk; Tyler Gellasch (Senator 
Levin); Ted Schroeder, Nhan Nguyen, and Geoff Moulden (Senator 
Kaufman); Mark LeDuc, Neil Cutter, and Ivy Johnson (Senator 
Collins); Michael McBride and John Lawrence (Senator Ensign). 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. Our Permanent Sub- 
committee on Investigations will come to order. 

In the fall of 2008, America suffered a devastating economic as- 
sault. It left deep wounds. Millions lost their jobs; millions lost 
their homes. Good businesses shut down; financial markets froze. 
The stock market plummeted, and once valuable securities turned 
worthless. Storied financial firms teetered on the edge or went 
under. The contagion spread worldwide. And in October 2008, 
American taxpayers were hit with a $700 billion bailout of Wall 
Street. That bailout was a bitter pill to swallow, but it stanched the 
bleeding. The economy stabilized, and the Nation and the world 
began to recover. 

Nearly 2 years later, we are still recovering. As part of that re- 
covery effort, we as a Nation need to understand what went wrong, 
try to hold perpetrators accountable, and fortify our defenses to 
ward off another such assault in the future. 

To rebuild our defenses, it is critical to understand that the re- 
cent financial crisis was not a natural disaster. It was a man-made 

( 1 ) 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt 057319 PO 00000 Frm 00013 Fmt6633 Sfmt 6633 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


2 


economic assault. People did it. Extreme greed was the driving 
force, and it will happen again unless we change the rules. 

The Senate has a Subcommittee that is designed to do in-depth, 
bipartisan investigations into complex issues. It is the Permanent 
Subcommittee on Investigations, and in November 2008, we de- 
cided to devote our resources to an examination of some of the 
causes and consequences of the financial crisis which continues to 
this day. 

In the last year and a half, the Subcommittee has dug into the 
facts. To date, we have conducted over 100 interviews and deposi- 
tions. We have consulted with dozens of government, academic, and 
private sector experts on a raft of banking, securities, financial, 
and legal issues. We have collected and initiated review of millions 
of pages of documents. Given the extent of the economic damage 
and the complexity of its root causes, the Subcommittee’s approach 
has been to develop detailed case studies to examine each stage of 
the assault and lay bare key issues at the heart of the financial cri- 
sis. 

Today’s hearing is the first in a series designed to examine the 
financial firms, the financial instruments, and the regulatory and 
market safeguards that failed us. We will hold four hearings over 
the next 2 weeks. Throughout, the hearings will examine the role 
of Wall Street and its use of complex financial instruments to 
transact business, from mortgage-backed securities to collateralized 
debt obligations (CDOs), structured investment vehicles, credit de- 
fault swaps, and more. We will examine how high-risk investments 
displaced low-risk investments, even at taxpayer-insured banks; 
how securitizations and financial engineering ran wild; how syn- 
thetic investments trumped investments in the real economy; and 
how credit default swaps turned investing in America into gam- 
bling on the demise of one American company or another. We will 
explore why the regulators, the credit rating agencies, and the 
market itself failed to rein in the abuses. 

The goals of the Subcommittee hearings are threefold: to con- 
struct a public record of the facts in order to deepen public under- 
standing of what happened and try to hold some of the perpetra- 
tors accountable; to inform the ongoing legislative debate about the 
need for strong financial reforms; and to provide a foundation for 
building better defenses to protect Main Street from the excesses 
of Wall Street. 

So let us start at the beginning with an overview, before we 
plunge into the specifics of today’s hearing. 

Prior to the early 1970s, when someone wanted to buy a home, 
typically they went to their local bank or mortgage company, ap- 
plied for a loan, and after providing detailed financial information 
and a downpayment, qualified for a 30-year fixed-rate mortgage. 
The local bank or mortgage company then commonly kept that 
mortgage until the homeowner paid it off 15 or 30 years later. 
Bank regulations required lenders to keep a certain amount of cap- 
ital for the loans they issued, so there was a limit to how many 
home loans one bank could have on its books. 

Banks got the idea of selling the loans on their books to someone 
else. They made profit on the sales while getting fresh capital to 
make new loans to prospective borrowers. Better yet would be if 
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they could sell the loans on their books in bulk in quick, efficient, 
and predictable ways. 

Wall Street came up with the mechanism of securitization. Lend- 
ers bundle up large numbers of home loans into a loan pool and 
calculate the amount of mortgage payments going into that pool 
from the borrowers. A shell corporation or trust is formed to hold 
the loan pool, and the revenue stream is used to create bonds 
called mortgage-backed securities that could be sold to investors. 
Wall Street firms helped design the loan pools and securities, 
worked with the credit rating agencies to obtain favorable ratings 
for the securities, and sold the securities to investors like pension 
funds, insurance companies, municipalities, university endow- 
ments, and hedge funds. 

For a while, securitization worked well, but at some point things 
got turned on their head. The fees that banks and Wall Street 
firms made from their securitization activities were so large that 
securitization ceased to be a means to keep capital flowing to hous- 
ing markets and became an end in itself. Mortgages began to be 
produced for Wall Street instead of Main Street, and Wall Street 
bond traders sought more and more mortgages in order to generate 
fees for their companies and large bonuses for themselves. 

To satisfy Wall Street’s growing appetite for mortgage-backed se- 
curities and to generate additional income for themselves, banks 
began to issue mortgages to not only well-qualified borrowers, but 
also high-risk borrowers. High-risk loans provided a new fuel for 
the securitization engines on Wall Street. Banks liked high-risk 
loans because they tended to generate higher fees and interest 
rates and produced more profits than low-risk loans. They could 
also be sold quickly, keeping the risk off the bank’s books. Wall 
Street treated high interest rate loans like gold ore and were will- 
ing to pay more for them. 

Lenders began steering borrowers looking for a 30-year fixed 
mortgage to higher-risk loans instead, often using gimmicks like 
low initial teaser rates. Some lenders began qualifying borrowers 
if they could afford to pay a low initial rate rather than if they 
could pay the higher later rate, expanding the number of borrowers 
who could qualify for the loan. These practices also allowed bor- 
rowers to qualify for larger loans. 

When a borrower sought a bigger house, the loan officer or mort- 
gage broker profited from higher fees and commissions, the bank 
profited from higher fees and a better price on the secondary mar- 
ket, and Wall Street profited from a larger yield to be sliced up and 
sold to investors for big fees. Volume and speed, as opposed to loan 
quality, became the keys to a profitable securitization business. 
Lenders that sold the loans they originated passed on the risk and 
so lost interest in whether the sold loans would be repaid. Even 
some purchasers lost interest in the creditworthiness of the securi- 
ties they bought so long as they could purchase insurance in the 
form of credit default swaps that paid off if a mortgage-backed se- 
curity defaulted. 

As long as home prices kept rising, the high-risk loans that be- 
came fuel for the securitization market posed few problems. Those 
who could not pay off their loans refinanced or sold their homes. 
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and as Exhibit Ij ^ shows — a chart which we will put up here — over 
the 10 years before the crisis hit, housing prices shot up faster 
than they had in decades. Those higher home prices were made 
possible in part by the high-risk loans that allowed borrowers to 
buy more house than they could really afford. 

Some who saw the housing bubble was going to burst made bets 
against existing mortgage-backed securities. They sold those securi- 
ties short, even in some cases while selling the same securities to 
their customers. Some even made bets against mortgage-backed se- 
curities they did not own, using what are called naked credit de- 
fault swaps. Wall Street made money hand over fist. 

But the party could not last, and we all know what happened. 
The housing bubble burst, and prices stopped climbing. Investors 
started having second thoughts about the mortgage-backed securi- 
ties being churned out by Wall Street. In July 2007, two Bear 
Stearns offshore hedge funds specializing in mortgage-related secu- 
rities suddenly collapsed. That same month, the credit rating agen- 
cies downgraded hundreds of subprime mortgage-backed securities, 
and the subprime market went cold. Banks, security firms, hedge 
funds, and other investors were left holding suddenly unmarket- 
able mortgage-backed securities whose value was plummeting. The 
economic assault had begun. 

Banks and mortgage brokers began closing their doors. In Janu- 
ary 2008, Countrywide Financial Corporation, a $100 billion thrift 
specializing in home loans, was seized by the Federal Deposit In- 
surance Corporation, the FDIC, and sold to the Bank of America. 
That same month, one credit rating agency downgraded nearly 
7,000 mortgage-backed securities and CDOs, an unprecedented 
mass downgrade. 

In March 2008, as the financial crisis worsened, the Federal Re- 
serve engineered the sale of Bear Stearns to JP Morgan Chase. In 
September 2008, in rapid succession, Lehman Brothers declared 
bankruptcy, AIG required an $85 billion taxpayer bailout, Fannie 
Mae and Freddie Mac were taken over by the government, and 
Goldman Sachs and Morgan Stanley converted to bank holding 
companies to gain access to Federal Reserve lending programs. A 
week later, on September 25, 2008, Washington Mutual Bank, a 
$300 billion thrift, then the sixth largest depository institution in 
America, was seized and sold to JP Morgan Chase. It was the larg- 
est bank failure in U.S. history. 

By then, hundreds of billions of dollars in toxic mortgages had 
been dumped into the financial system like polluters dumping poi- 
son into a river. The toxic mortgages polluted the river of com- 
merce not upstream, but downstream. Wall Street bottled the pol- 
luted water, and rating agencies slapped an attractive label on 
each bottle, promising safe drinking water. Wall Street sold the 
bottles to investors. Regulators observed the whole sordid process 
but did little to stop it while profits poured into the participating 
banks and security firms. Investors the world over — pension funds, 
universities, municipalities, and more, not to mention millions of 
homeowners, small businesses, and U.S. taxpayers — are still pay- 
ing the price and footing the cleanup bill. That is the big picture. 


^See Exhibit No. Ij, which appears in the Appendix on page 224. 
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Today we start to look at the individual pieces of that picture in 
order to deepen our understanding of what happened. We begin by 
shining a spotlight on the high-risk home loans and mortgage- 
backed securities that those loans produced, using as a case history 
the policies and practices of Washington Mutual Bank. This Friday, 
we will examine the banking regulators charged with ensuring the 
safety and soundness of the U.S. banking system, again using 
Washington Mutual as a case history. In the following two hear- 
ings, we will turn to the role of credit rating agencies, investment 
banks, and others. 

Washington Mutual Bank (WaMu), rose out of the ashes of the 
great Seattle fire to make its first home loan in 1890. For many 
years, it was a mid-sized thrift specializing in home mortgages. In 
the 1980s and 1990s, WaMu entered a period of rapid growth and 
acquisition, expanding until it became the Nation’s largest thrift, 
with $188 billion in deposits and 43,000 employees. In 2003, its 
long-term CEO, Kerry ffillinger, said he wanted WaMu to become 
the Walmart of banking, catering to middle- and lower-income 
Americans and helping the less well off buy homes. 

WaMu held itself out as a well-run, prudent bank that was a pil- 
lar of its community. But in 2005, WaMu formalized a strategy 
that it had already begun to implement — a movement from low-risk 
to high-risk home loans. That move to high-risk lending was moti- 
vated by three little words: “gain on sale.” 

Gain on sale is a measure of the profit made when a loan is sold 
on the secondary market. This chart, which we will put up over 
there, is taken from Exhibit 3 in the books. ^ It shows a slide from 
an April 18, 2006, PowerPoint presentation entitled “Shift to High- 
er Margin Products,” which was given to the WaMu board of direc- 
tors by the president of WaMu’s Home Loans Division. 

In the upper left, there is a box in that Exhibit 3 that lists the 
gain on sale for each type of loan that WaMu offers, and as you 
can see from this chart, the least profitable loans are government- 
backed and fixed loans. The most profitable are Option ARM, home 
equity, and subprime loans. Subprime at 150 basis points is eight 
times more profitable than a fixed loan at 19 basis points. 

Now, those numbers are not estimates or projections, by the way. 
They are the product of actual loan data collected by WaMu. 

WaMu traditionally had sold mortgages to well-qualified or 
prime borrowers. But in 1999, WaMu bought Long Beach Mortgage 
Company, LBMC, which was exclusively a subprime lender, lend- 
ing to people whose credit histories did not support their getting 
a traditional mortgage. Long Beach operated by having third-party 
mortgage brokers bring proposed subprime loans to its doors, 
issuing financing to the borrower, and paying the brokers a fee. 
Even then. Long Beach made loans for the express purpose of pack- 
aging them, selling them to Wall Street and profiting from the gain 
on sale. 

In 2003, Long Beach made and securitized about $4.5 billion in 
home loans. By 2006, its loan operations had increased six-fold, 
and Long Beach’s conveyor belt sent almost $30 billion in subprime 
home loans into the financial system. 


^See Exhibit No. 3, which appears in the Appendix on page 278. 
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Subprime lending can be a responsible business. Most subprime 
borrowers pay their loans on time and in full. Long Beach, how- 
ever, was not a responsible lender. Its loans and mortgage-backed 
securities were among the worst performing in the subprime indus- 
try. An internal email at WaMu’s primary Federal regulator, the 
Office of Thrift Supervision (OTS), stated that Long Beach mort- 
gage-backed securities “prior to 2003 have horrible performance. 
LBMC finished in the top 12 worst annualized net credit losses in 
1997 and 1999 through 2003, and this email said LBMC, or Long 
Beach, “nailed down the number 1 spot as top loser ... in 2000 
and placed third in 2001.” 

In 2003, things got so bad that WaMu’s Legal Department put 
a stop to all Long Beach securitizations until the company cleaned 
up its act. An FDIC report noted at the time that of 4,000 Long 
Beach loans reviewed, less than one-quarter, about 950, could be 
sold to investors. 2 Another 800 were unsalable, and the rest, over 
half of the loans, had deficiencies that had to be fixed before a sale 
could take place. Several months later, WaMu allowed Long Beach 
to start securitizing its loans again as well as selling them in bulk 
through what were called whole loan sales. 

In 2004, trouble erupted again. An internal WaMu audit of Long 
Beach found that “relaxed credit guidelines, breakdowns in manual 
underwriting processes, and inexperienced subprime personnel. 

. . . coupled with a push to increase loan volume and the lack of 
an automatic fraud monitoring tool” led to deteriorating in loan 
quality.^ Many of the loans defaulted within 3 months of being sold 
to investors. Investors demanded that Long Beach repurchase 
them. Long Beach had to repurchase over $875 million in loans in 
2005 and 2006, lost over $107 million from the defaults, and had 
to cover a $75 million shortfall in its repurchase reserves. 

In response, WaMu fired Long Beach’s senior management and 
moved the company under the direct supervision of the president 
of its Home Loans Division, David Schneider. Washington Mutual 
promised its regulator that Long Beach would improve. But it did 
not. 

In 2008, WaMu’s president, Steve Rotella, emailed the CEO, 
Kerry Killinger, that Long Beach’s “delinquencies are up 140% and 
foreclosures close to 70%. . . . It is ugly,” he wrote. Five months 
later, in September, he emailed that Long Beach has 
“[rjepurchases, [early payment defaults], manual underwriting, 
very weak servicing/collections practices and a weak staff.”® Two 
months after that, in November 2006, the head of WaMu Capital 
Markets in New York, David Beck, wrote to Mr. Schneider that, 

“[Long Beach] paper is among the worst performing in the market. 

”6 

At the end of 2006, Long Beach saw another surge in early pay- 
ment defaults. Mr. Schneider sent an email to his subordinates 
that, “We are all rapidly losing credibility as a management 


^ See Exhibit No. 

2 See Exhibit No. 

3 See Exhibit No. 
^See Exhibit No. 
® See Exhibit No. 
® See Exhibit No. 


8a, which appears in the Appendix on page 388. 
8b, which appears in the Appendix on page 389. 

10, which appears in the Appendix on page 408. 

11, which appears in the Appendix on page 414. 

12, which appears in the Appendix on page 415. 
50, which appears in the Appendix on page 670. 
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team.”i 2008 was no better. Audit after audit detailed problems. 
WaMu’s chief risk officer, Ron Cathcart, forwarded an email from 
a colleague about Long Beach, noting “Appraisal deficiencies . . . 
Material misrepresentations . . . Legal documents were missing or 
contained errors or discrepancies . . . loan decision errors . . . de- 
terioration was accelerating in recent vintages with each vintage 
since 2002 having performed worse than the prior vintage. 

In June 2007, WaMu shut down Long Beach as a separate entity 
and took over its subprime lending operations. It issued several 
subprime securitizations. The subprime market then froze in the 
fall of 2007, and WaMu ended all of its subprime lending. By then, 
as shown in this chart,^ from 2000 to 2007, Long Beach and WaMu 
together had securitized at least $77 billion in subprime loans. 

Today, although AAA-rated securities are supposed to be very 
safe with low default rates of 1 to 2 percent. Long Beach’s mort- 
gage-backed securities have loan delinquency rates of 20, 30, 40, 
and even 50 percent, meaning as much as half of their underlying 
loans have gone bad. Those are AAA-rated securities. 

Washington Mutual’s problems were not confined to its subprime 
operations, and the chart that I referred to is going up now show- 
ing this huge, steep increase in securitizations of Washington Mu- 
tual and Long Beach subprime home loans through 2006. Then, of 
course, the bottom fell out in 2007. 

Washington Mutual’s problems, as I indicated, were not confined 
to its subprime operations. In August 2007, more than a year be- 
fore the collapse of the bank, WaMu’s president, Steve Rotella, 
emailed CEO, Kerry Killinger, saying that aside from Long Beach, 
WaMu’s prime business “was the worst managed business I had 
seen in my career. ’’^ 

When Washington Mutual talked about its prime mortgage busi- 
ness, it used the term loosely. While the borrowers who received 
loans from WaMu’s loan officers tended to have better credit scores 
than Long Beach’s subprime borrowers, that was not always the 
case. WaMu loan officers routinely made very risky loans to people 
with below average credit scores. And just like at Long Beach, in 
WaMu’s loan business volume was king. Loan officers got paid per 
loan and got paid more per loan if certain volume targets were met. 
Loan processors were given volume incentives as well as were en- 
tire loan processing centers. Even risk managers were evaluated in 
part on the extent to which they supported revenue growth targets. 
Loan officers also got paid more for closing high-risk loans than 
low-risk loans. 

Not surprisingly, people cut corners to keep the conveyor belt 
moving and increase their pay. For example, a April 2008 place- 
ment from a WaMu internal corporate fraud investigator states, 
“One Sales Associate admitted that during the crunch time some 
of the Associates would ‘manufacture’ asset statements from pre- 
vious loan documents” because the pressure was tremendous and 


^ See Exhibit No. 13a, which appears in the Appendix on page 418. 

2 See Exhibit No. 16, which appears in the Appendix on page 448. 

3 See Exhibit No. Ic, which appears in the Appendix on page 214. 
^See Exhibit No. 79, which appears in the Appendix on page 793. 
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they had been told to get the loans funded, “whatever it took.” ^ 
Her words, “whatever it took.” 

In fact, WaMu personnel regularly identified fraud problems 
with its so-called prime loans, but the problems received little at- 
tention from management. Perhaps the most compelling evidence 
involves two top loan producers at two different WaMu offices 
called Montebello and Downey in Southern California. Each of 
those loan offices made hundreds of millions of dollars in home 
loans each year and consistently won recognition for their efforts. 
In 2005, an internal WaMu review found that loans from those two 
offices had “an extremely high incidence of confirmed fraud.” These 
are quotes: “58 percent for Downey, 83 percent for Montebello.”^ 

The review found that, “virtually all of it” — and they are refer- 
ring here now to confirmed fraud — “virtually all of it stemming 
from employees in these areas circumventing bank policy sur- 
rounding loan verification and review.” ^ The review went on: 
“Based on the consistent and pervasive pattern of activity among 
these employees, we are recommending firm action be taken to ad- 
dress these particular willful behaviors on the part of the employ- 
ees named.” 

That review had taken over a year to complete and was dis- 
cussed with senior management at the bank, including Home 
Loans president, David Schneider, but virtually none of the pro- 
posed recommendations were implemented. The fraud problem was 
left to fester until 2 years later when, in June 2007, one of the 
bank’s mortgage insurance companies refused to insure any more 
loans issued by the loan producer from the Montebello office and 
complained to WaMu’s State and Federal regulators about fraudu- 
lent borrower information. 

WaMu then conducted another internal investigation, this one 
lasting 10 months. In April 2008, a WaMu audit and legal team 
produced an internal memorandum which at first WaMu tried to 
keep from its regulator, OTS. But the OTS examiner in charge de- 
manded to see the memorandum, and it was eventually turned 
over. He told our staff that once he read it, he considered it “the 
last straw” that changed his view of how the bank dealt with fraud. 

The April 2008 memorandum, which is Exhibit 24, ^ stated that 
employees at the Montebello Loan Center “consistently described 
an environment where production volume rather than quality and 
corporate stewardship were the incented focus.” At that loan cen- 
ter, 62 percent of the sampled loans from 2 months in 2007 con- 
tained misrepresentations and suspected loan fraud. The memo- 
randum noted that similar levels of fraud had been uncovered at 
the same loan center in 2005, and that no action had been taken 
in response. The memorandum raised the question of whether the 
billions of dollars in loans from that center should be reviewed 
given the longstanding fraud problem and the fact that the loans 
may have been sold to investors. Those fraudulent loans, shocking 
in themselves, were symptomatic of a larger problem. 


^ See Exhibit No. 30, which appears in the Appendix on page 544. 

2 See Exhibit No. 23b, which appear in the Appendix on page 511. 

3 See Exhibit No. 22a, which appear in the Appendix on page 496. 
^See Exhibit No. 24, which appears in the Appendix on page 515. 
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WaMu failed to ensure that its employees issued loans that met 
the bank’s credit requirements. Report after report indicated that 
WaMu loan personnel often ignored the bank’s credit standards. 
December 12 , 2006, minutes from a WaMu Market Risk Committee 
stated, for example, “[djelinquency behavior was flagged in October 
[2006] for further review and analysis. . . . The primary factors 
contributing to increased delinquency appear to be caused by proc- 
ess issues including the sale and securitization” — sale and 
securitization — “of delinquent loans, loans not underwritten to 
standards, lower credit quality loans and seller services reporting 
false delinquent payment status.”^ 

A September 2008 review found that controls intended to prevent 
the sale of fraudulent loans to investors were “not currently effec- 
tive,” and there was no “systematic process to prevent a loan . . . 
confirmed to contain suspicious activity from being sold to an in- 
vestor.”2 In other words, even where a loan was marked with a red 
flag indicating fraud, that did not stop the loan from being sold to 
investors. The 2008 review found that of 25 loans tested, “11 re- 
flected a sale date after the completion of the investigation which 
confirmed fraud” and said “there is evidence that this control weak- 
ness has existed for some time.” 

Sales associates manufacturing documents, large numbers of 
loans that don’t meet credit standards, offices issuing loans in 
which 58, 62, or 83 percent contained evidence of fraudulent bor- 
rower information, loans marked as containing fraud but then sold 
to investors anyway — those are massive, deep-seated problems, and 
they are problems that inside the bank were communicated to sen- 
ior management but were not fixed. 

Now, WaMu’s flagship mortgage product, the Option ARM, was 
also marked by shoddy lending practices. The Option ARM is an 
adjustable rate mortgage which typically allowed borrowers to pay 
an initial “teaser rate,” sometimes as low as 1 percent for the first 
month, and then imposed a much larger floating interest rate 
linked to an index. The option in the loan name refers to an ar- 
rangement which allowed borrowers to choose each month among 
four types of payments: payments that would pay off the loan in 
15 or 30 years, an interest-only payment, or a minimum payment 
that did not cover even the interest owed, much less the principal. 

If the minimum payment options were chosen, the unpaid inter- 
est would be added to the loan’s principal, causing the loan amount 
to increase rather than decrease over time. In other words, the bor- 
rower could make payments as required but still owe the bank 
more money on the principal each month. It was a negative amor- 
tizing loan. 

Option ARMs allowed borrowers to make very low minimum pay- 
ments for a specified period of time, before being switched to higher 
payment amounts. Most borrowers chose the minimum payment 
option. After 5 years, or when the loan principal reached a specific 
amount of negative amortization, such as 110 or 115 or 125 percent 
of the original loan amount, whichever came first, the Option ARM 
would recast. The borrower would then be required to make the 


^See Exhibit No. 28, which appears in the Appendix on page 537. 
2 See Exhibit No. 34, which appears in the Appendix on page 564. 
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fully amortizing payment needed to pay off the loan within the re- 
maining loan period. The required payment was typically much 
greater, often double the prior payment, causing payment shock 
and increasing loan defaults. 

WaMu was eager to steer borrowers to Option ARMs. Because of 
the gain from their sale, the loans were profitable for the bank, and 
because of the compensation incentives, they were profitable for 
mortgage brokers and loan officers. In 2003, WaMu held focus 
groups with borrowers, loan officers, and mortgage brokers to de- 
termine how to push that product. A 2003 report summarizing the 
focus group research stated, “Few participants fully understood the 
Option ARM. . . . Participants generally chose an Option ARM be- 
cause it was recommended to them by their loan consultant. . . . 
Only a couple of people had any idea how the interest rate on their 
loan was determined. 

It said that while borrowers “generally thought that negative am- 
ortization was a moderately or very bad concept,” that perception 
could be turned around by mentioning “that price appreciation 
would likely overcome any negative amortization.” And the report 
stated, “The best selling point for the Option ARM loan was [bor- 
rowers] being shown how much lower their monthly payment 
would be . . . versus a fixed-rate loan.” 

That year, 2003, WaMu originated $30 billion in Option ARMs. 
To increase Option ARM sales, WaMu increased the compensation 
paid to employees and outside mortgage brokers for the loans and 
allowed borrowers to qualify for the loan by evaluating whether 
those borrowers could pay a low or even the minimum amount 
available under the loan rather than the higher payments that 
would follow recast. In 2004, WaMu doubled its production of Op- 
tion ARMs to more than $67 billion. 

WaMu loan officers told the Subcommittee that they expected the 
vast majority of Option ARM borrowers to sell or refinance their 
homes before their payments increased. As long as home prices 
were appreciating, most borrowers were able to refinance. Once 
housing prices stopped rising, however, refinancing became dif- 
ficult. At recast, many people became stuck in homes they could 
not afford and began defaulting in record numbers. 

WaMu became one of the largest originators of those types of 
loans in the country. From 2006 until 2008, WaMu securitized or 
sold a majority of the Option ARMs it originated, infecting the fi- 
nancial system with these high-risk mortgages. Like Long Beach 
securitizations, WaMu Option ARM securitizations performed badly 
starting in 2006, with loan delinquency rates between 30 and 50 
percent and rising. 

Destructive compensation schemes played a role in the problems 
just described. Hearing exhibits will show how Washington Mutual 
and Long Beach compensated their loan officers and processors for 
loan volume and speed over loan quality. Loan officers were also 
paid more for overcharging borrowers, obtaining higher interest 
rates or more points than called for in the loan pricing set out in 
the bank’s rate sheets, and were paid more for including stiff pre- 
payment penalties. Loan officers and third-party mortgage brokers 


^See Exhibit No. 35, which appears in the Appendix on page 569. 
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were also paid more for originating high-risk loans than low-risk 
loans. These incentives contributed to shoddy lending practices in 
which credit evaluations took a back seat to approving as many 
loans as possible. 

The compensation problems didn’t stop in the loan offices. They 
went all the way to the top. WaMu’s CEO received millions of dol- 
lars in pay, even when his high-risk loan strategy began losing 
money, even when the bank began to falter, and even when he was 
asked to leave his post. From 2003 to 2007, Mr. Killinger was paid 
between $11 million and $20 million each year in cash, stock, and 
stock options. That is on top of four retirement plans, a deferred 
bonus plan, and a separate deferred compensation plan. In 2008, 
when he was asked to leave the bank, Mr. Killinger was paid $25 
million, including $15 million in severance pay. That is $25 million 
for overseeing shoddy lending practices that pumped billions of dol- 
lars of bad mortgages into the financial system, another painful ex- 
ample of how executive pay at some U.S. financial firms rewards 
failure. 

The information uncovered by this Subcommittee is laid out in 
over 500 pages of exhibits. These documents detail not only the 
shoddy lending practices at Washington Mutual and Long Beach, 
they show what senior management knew and what they said to 
each other about what they found. Senior executives described 
Long Beach as, “terrible” and “a mess,” with default rates that 
were, “ugly.” With respect to WaMu retail home loans, internal re- 
views described, “extensive fraud” from employees willfully, “cir- 
cumventing bank policy.” Controls to stop fraudulent loans from 
being sold to investors were described as, “ineffective.” WaMu’s 
president described it as, “the worst managed business he had seen 
in his career.” That was the reality inside Washington Mutual. 

To keep that conveyor belt running and feed the securitization 
machine on Wall Street, Washington Mutual engaged in lending 
practices that created a mortgage time bomb. We have an exhibit. 
Exhibit lb,i which summarizes the lending practices that produced 
high-risk mortgages and junk securities, including targeting high- 
risk borrowers, steering borrowers to higher-risk loans, increasing 
sales of high-risk loans to Wall Street, not verifying income and 
using stated income or liar loans, accepting inadequate documenta- 
tion loans, promoting teaser rates, interest-only and pick-a-pay- 
ment loans which were often negatively amortizing, ignoring signs 
of fraudulent borrower information, and more. 

The last two bullet points on the chart deserve particular scru- 
tiny. We are going to hear today how, at a critical time, Wash- 
in^on Mutual securitized loans that had been selected specifically 
for sale because they were likely to go delinquent without inform- 
ing investors of that fact. Getting them sold became an urgent goal. 
We will also hear that, at times, Washington Mutual securitized 
loans that had already been identified as being fraudulent, also 
without informing investors. 

WaMu built its conveyor belt of toxic mortgages to feed Wall 
Street’s appetite for mortgage-backed securities. Because volume 
and speed were king, loan quality fell by the wayside and WaMu 


^See Exhibit No. lb, which appears in the Appendix on page 213. 
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churned out more and more loans that were high-risk and poor 
quality. Once a Main Street bank focused on financing mortgages 
for its customers, Washington Mutual was taken in by the short- 
term profits that even poor-quality mortgages generated on Wall 
Street. 

Washington Mutual was not, of course, the only one running a 
conveyor belt, dumping high-risk, poor-quality mortgages into the 
financial system. Far from it. Some of the perpetrators like Coun- 
trywide and New Century have already been hit with Federal en- 
forcement actions and shareholder lawsuits. Others may never be 
held accountable. But all of us are still paying the price. 

This Subcommittee investigation and the Wall Street excesses 
that we have uncovered provide an eerie replay of a 1934 Senate 
Committee investigation into the causes and consequences of the 
1929 Stock Market Crash. That 1934 investigation found, among 
other things, the following. 

“One, many instances where investment bankers were derelict in 
the performance of their fundamental duty to the investing public 
to safeguard, to the best of his ability, the intrinsic soundness of 
the securities that he issues. 

“Two, an utter disregard by officers and directors of banks of the 
basic obligations and standards arising out of the fiduciary rela- 
tionship extending not only to stockholders and depositors but to 
persons seeking financial accommodation or advice. 

“Three, compensation arrangements that were an incentive to 
bank and securities officers to have the institutions engage in spec- 
ulative transactions and float securities issues which were hostile 
to the interests of these institutions and the investing public. 

“Four, in retrospect, the fact will emerge with increasing clarity, 
this investigation found, that the excessive and unrestrained specu- 
lation which dominated the securities markets in recent years has 
disrupted the flow of credit, dislocated industry and trade, impeded 
the flow of interstate commerce, and brought in its train social con- 
sequences inimical to the public welfare.” 

That is what the Senate Committee found in 1934. Ironically, 
several of the banks investigated in 1934 were also participants in 
the 2008 financial crisis, another crisis fueled by Wall Street ex- 
cesses. 

The question facing Congress is whether we have the political 
will to try to curb those excesses. Hopefully, this investigation and 
our findings and recommendations will help strengthen the polit- 
ical will to put an end to the excesses of Wall Street. 

Finally, I want to commend my Ranking Member, Senator 
Coburn, and his staff for their great support and involvement in 
this investigation. They have walked with us. They have worked 
with us each step of the way. I now turn to Senator Coburn for his 
opening remarks. 

OPENING STATEMENT OF SENATOR COBURN 

Senator Coburn. Thank you, Mr. Chairman. Thank you for hav- 
ing this hearing. I think it is going to be beneficial as we go 
through the process of all of these hearings in looking at what hap- 
pened, and why it happened. 
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We know that risky home loans played a particularly important 
part in the financial crisis that befell us. While we are focusing 
today on the case study of Washington Mutual, this is merely a 
starting chapter in a much longer and very complex story. 

The tale of WaMu is emblematic of what happened to many 
home lenders in the never-ending effort to grow and get a larger 
share of the booming housing market. Traditional risk manage- 
ment gave way to the chase for volume and profit. When the hous- 
ing market finally tanked, WaMu and other lenders imploded. 

WaMu was no fly-by-night operation. As the sixth-largest bank 
in the country with over $330 billion in assets, it had more than 
a century of experience in the mortgage business. It bragged often 
that it survived both the Great Depression and the savings and 
loan crisis. Make no mistake, the collapse of this institution is a 
very big deal. Following by just 10 days the collapse of Lehman 
Brothers, WaMu’s collapse helped send the financial markets into 
a tailspin. Confidence was king in those few days, and seeing a 
giant mortgage lender fail and fall so fast sent a chill through Wall 
Street. 

Our investigation has focused on the 5-year period between 2003 
and 2008 following WaMu’s decision to dive head first into high- 
risk lending. The bank drastically altered its business model from 
long-term fixed-rate mortgages to higher-risk loans made to higher- 
risk borrowers. Easy money from the Federal Reserve and soaring 
home values created in WaMu executives a misplaced sense of con- 
fidence. Whereas before, taking on risk was something that was ap- 
proached with caution, the fact would now seem that it was a fast 
and easy way to make money. 

WaMu’s corporate culture had no place for individuals concerned 
about high-risk lending, but instead brushed them aside and ig- 
nored them, according to the testimony that we have received. 
Sales associates have admitted that they were under immense 
pressures to sell and just get the loans done. Add to that the envi- 
ronment of a voracious appetite for mortgage-backed securities 
from Wall Street and Fannie Mae and Freddie Mac, and all the 
pieces were in place for an epic fall of this once venerable financial 
institution. 

As competition for borrowers grew and granting loans to those 
with questionable credit histories and less-than-complete docu- 
mentation became all the rage, underwriting standards started to 
verge on the absurd. WaMu emphasized the power of and made 
sure anyone and everyone got a loan. Something is definitely wrong 
when you need more documentation to rent a movie than to get a 
$1 million home loan. 

We here in Congress are certainly not without blame. Like so 
many Americans, for years, we insisted on seeing the housing mar- 
ket through rose-colored glasses. Congress failed to do its oversight 
on Fannie Mae and Freddie Mac, failed to do its oversight on the 
Federal Reserve, failed to do its oversight on the FDIC, and failed 
to do its oversight in any other number of areas, including the 
SEC. We failed to do the correct oversight that would have brought 
these things to light earlier, before we had such a catastrophe. 

Because of reckless Federal policies, too many families found 
themselves locked into mortgages they did not understand and ab- 
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solutely could not afford. In my home State of Oklahoma, we have 
suffered 22,000 foreclosures in the past 18 months and 50,000 fore- 
closures are projected by 2012. 

As we move forward, understanding events like the collapse of 
WaMu are essential to ensuring that we do not make the same 
mistakes again. But I will emphasize again, the mistakes didn’t 
have to be made had Congress done its job, and we failed miser- 
ably. 

I look forward to hearing from our witnesses today and I look for- 
ward to being the pinprick to make sure that we continue to do the 
oversight in the future, and I thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator Coburn. 

Let me now call our first panel of witnesses for this morning’s 
hearing: James Vanasek, the former Chief Credit Officer from 1999 
to 2004 and Chief Risk Officer from 2004 to 2005 of Washington 
Mutual Bank; Ronald Cathcart, the Chief Risk Officer of Wash- 
ington Mutual Bank from 2006 to 2008; and Randy Melby, the 
former General Auditor of Washington Mutual Bank. We appre- 
ciate each of you being with us this morning. 

Pursuant to Rule 6, all witnesses who testify before the Sub- 
committee are required to be sworn, so I would ask each of you to 
stand. Please raise your right hand. 

Do you swear that the testimony you are about to give to this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Vanasek. I do. 

Mr. Cathcart. I do. 

Mr. Melby. I do. 

Senator Levin. We are going to be using a timing system today. 
About one minute before the red light comes on, you will see the 
light change from green to yellow, which will give you an oppor- 
tunity to conclude your remarks. Your written testimony will be 
printed in its entirety in the record. We would ask that you at- 
tempt to limit your oral testimony to no more than 5 minutes. 

Mr. Vanasek, we are going to have you go first, followed by Mr. 
Cathcart, and then finish up with Mr. Melby, and then we will 
turn to questions after that is concluded. 

Mr. Vanasek, please proceed. Make sure your microphone is on, 
too, and that you speak right into it. 

TESTIMONY OF JAMES G. VANASEK, i FORMER CHIEF CREDIT 

OFFICER (1999-2004) AND CHIEF RISK OFFICER (2004-2005), 

WASHINGTON MUTUAL BANK 

Mr. Vanasek. OK. Mr. Chairman, Senator Coburn, and distin- 
guished Members of the Committee, thank you for the opportunity 
to discuss the mortgage and financial crisis from the perspective of 
a Chief Credit Officer in the sixth-largest bank in this country. 

I was the Chief Credit Officer and later the Chief Risk Officer 
of Washington Mutual during the period of September 1999 to De- 
cember 2005, when I retired. Prior to serving in this capacity, I had 
worked for several large banking companies in senior credit-ori- 
ented roles, including PNC, First Interstate Bank, NorwestAVells 


^The prepared statement of Mr. Vanasek appears in the Appendix on page 134. 
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Fargo. Altogether, I have 38 years of experience in credit-oriented 
positions and have been fortunate enough to have well-established 
histories and constructive relationships with all of the major bank- 
ing regulators. 

The failure of Washington Mutual occurred in September 2008, 
nearly 3 years after my retirement, so much of what I will tell you 
today is historical information about the company’s strengths and 
weaknesses during the years of my direct involvement. 

Washington Mutual was a reflection of the mortgage industry 
characterized by very fast growth, rapidly expanding product lines, 
and deteriorating credit underwriting. This was a hyper-competi- 
tive environment in which mistakes were made by loan originators, 
lending institutions, regulatory agencies, rating agencies, invest- 
ment banks that packaged and sold mortgage-backed securities, 
and the institutions that purchased these excessively complex in- 
struments. 

It was both the result of individual failures and systemic failures 
fueled by self interest, failure to adhere to lending policies, very 
low interest rates, untested product innovations, weak regulatory 
oversight, astonishing rating agency lapses, weak oversight by 
boards of directors, a cavalier environment on Wall Street, and 
very poorly structured incentive compensation systems that paid 
for growth rather than quality. 

One must also seriously question the wisdom of the elimination 
of Glass-Steagall and its impact on the securitization market. 

Washington Mutual was a company that had grown with excep- 
tional speed due to acquisitions primarily in California during the 
industry crisis of the early 1990s. By 2000, it was a company in 
search of identity. At one point, the CEO wanted the company to 
expand the commercial lending area in an effort to earn a higher 
price earnings ratio on the stock, only to abandon the strategy 3 
years later. 

The focus then shifted to rapidly expanding the branch network 
by opening as many as 250 locations within 12 months in cities 
where the company had no previous retail banking experience. Ul- 
timately, this proved to be an unsuccessful strategy due in part to 
the effort to grow too quickly. 

The focus then shifted away from the diversification to becoming 
the so-called low-cost producer in the mortgage industry. This ef- 
fort was likewise unsuccessful, in large measure due to an expen- 
sive undertaking to write a completely new mortgage loan origina- 
tion and accounting software system that ultimately failed and had 
to be written off. 

By mid-2005, the focus had shifted again to becoming more of a 
higher-risk subprime lender at exactly the wrong time in the hous- 
ing market cycle. This effort was characterized by statements advo- 
cating that the company become either via acquisition or internal 
growth a dominant subprime lender. In addition to subprime, the 
company was a large lender of adjustable-rate mortgages, having 
had 20 years’ experience with the product. As in the case of 
subprime, the product had only been available to a narrow segment 
of customers. Adjustable-rate mortgages were sold to an ever-wider 
group of borrowers. Product features were also expanded. 
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Historically, plain vanilla mortgage lending had been a relatively 
safe business. During the period 1999 to 2003, Washington Mutual 
mortgage losses were substantially less than one-tenth of one per- 
cent, far less than losses of commercial banks. But rapidly increas- 
ing housing prices masked the risks of a changing product mix and 
deteriorating underwriting, in part because borrowers who found 
themselves in trouble could almost always sell their homes for 
more than the mortgage amount, at least until 2006 or 2007. 

There is no one factor that contributed to the debacle. Each 
change in product features and underwriting was incremental and 
defended as necessary to meet competition. But these changes were 
taking place within the context of a rapidly increasing housing 
price environment and were, therefore, untested in a less favorable 
economic climate. 

It was the layering of risk brought about by these incremental 
changes that so altered the underlying credit quality of mortgage 
lending which became painfully evident once housing prices peaked 
and began to decline. Some may characterize the events that took 
place as a “perfect storm,” but I would describe it as an inevitable 
consequence of consistently adding risk to the portfolio in a period 
of inflated housing price appreciation. 

The appetite of Wall Street and investors worldwide created huge 
demand for high-yielding subprime mortgages that resulted in a 
major expansion of what was historically a relatively small seg- 
ment of the business led by Household Finance. The Community 
Reinvestment Act also contributed by demanding loans — that 
banks make loans to low-income families, further expanding 
subprime lending. 

One obvious question is whether or not these risks were appar- 
ent to anyone in the industry or among the various regulatory or 
rating agencies. There is ample evidence in the record to substan- 
tiate the fact that it was clear that the high-risk profile of the en- 
tire industry, to include Washington Mutual, was recognized by 
some but i^ored by many. Suffice it to say, meeting growth objec- 
tives to satisfy the quarterly expectations of Wall Street and inves- 
tors led to mistakes in judgment by the banks and the mortgage 
lending company executives. A more difficult question is why 
boards of directors, regulatory agencies, and rating agencies were 
seemingly complacent. 

Another question may be my personal role and whether I made 
significant effort to alter the course of lending at Washington Mu- 
tual. In many ways and on many occasions, I attempted to limit 
what was happening. Just a few examples may suffice. 

I stood in front of thousands of senior Washington Mutual man- 
agers and executives in an annual management retreat in 2004 
and countered the senior executive ahead of me on the program 
who was rallying the troops with the company’s advertising line, 
“The power of yes.” The implication of that statement was that 
Washington Mutual would find some way to make a loan. The tag 
line symbolized the management attitude about mortgage lending 
more clearly than anything I can tell you. 

Because I believed this sent the wrong message to the loan origi- 
nators, I felt compelled to counter the prior speaker by saying to 
the thousands present that the power of yes absolutely needed to 
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be balanced by the wisdom of no. This was highly unusual for a 
member of the management team to do, especially in such a forum. 
In fact, it was so far out of the norm for meetings of this type that 
many considered my statement exceedingly risky from a career per- 
spective. 

I made repeated efforts to cap the percentage of high-risk and 
subprime loans in the portfolio. Similarly, I put a moratorium on 
non-owner-occupied loans when the percentage of these assets grew 
excessively due to speculation in the housing market. I attempted 
to limit the number of stated income loans, loans made without 
verification of income. But without solid executive management 
support, it was questionable how effective any of these efforts 
proved to be. 

There have been questions about policy and adherence to policy. 
This was a continual problem at Washington Mutual, where line 
managers, particularly in the mortgage area, not only authorized 
but encouraged policy exceptions. There had likewise been issues 
regarding fraud. Because of the compensation systems rewarding 
volume versus quality and the independent structure of the origi- 
nators, I am confident at times borrowers were coached to fill out 
applications with overstated incomes or net worth to meet the min- 
imum underwriting requirements. Catching this kind of fraud was 
difficult at best and required the support of line management. Not 
surprisingly, loan originators constantly threatened to quit and to 
go to Countrywide or elsewhere if the loan applications were not 
approved. 

As the market deteriorated, in 2004, I went to the Chairman and 
CEO with a proposal and a very strong personal appeal to publish 
a full-page ad in the Wall Street Journal disavowing many of the 
then-current industry underwriting practices, such as 100 percent 
loan-to-value subprime loans, and thereby adopt what I termed re- 
sponsible lending practices. I acknowledged that in so doing the 
company would give up a degree of market share and lose some of 
the originators to the competition, but I believed that Washington 
Mutual needed to take an industry-leading position against deterio- 
rating underwriting standards and products that were not in the 
best interests of the industry, the bank, or the consumers. There 
was, unfortunately, never any further discussion or response to the 
recommendation. 

Another way I attempted to counteract the increasing risk was 
to increase the allowance for loan and lease loss to cover the poten- 
tial losses. Regrettably, there has been a longstanding unresolved 
conflict between the SEC and the accounting industry on one side 
and the banks and the bank regulators regarding reserving meth- 
odology. The SEC and accounting profession believed that more 
transparency in bank earnings is essential to investors and that 
the way to achieve transparency is to keep reserves at levels re- 
flecting only very recent loss experience. But banking is a cyclical 
business, which the banks and the bank regulators recognize. It is 
their belief and certainly my personal belief that building reserves 
in good times and using those reserves in bad times is the entire 
purpose of the loan loss reserves. What is more, the investors, the 
FDIC, and the industry are far better protected reserves that are 
intended to be sufficient to sustain the institution through the cycle 
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rather than draining reserves at the point where losses are at their 
lowest point. 

At one point, I was forced by external auditors to reduce the loan 
loss reserve of $1.8 billion by $500 million or risk losing our audit 
certification. As the credit cycle unfolded, those reserves were sore- 
ly needed by the institution. In my opinion, the Basel Accord on 
bank capital requirements repeats the same mistake of using 
short-term history rather than through-the-cycle information to es- 
tablish required capital levels, and as such has been a complete 
and utter failure. 

The conventional wisdom repeated endlessly in the mortgage in- 
dustry and at Washington Mutual was that while there had been 
regional recessions and price declines, there had never been a true 
national housing price decline. I believe that is debatable. But it 
was widely believed, and partially on this premise, the industry 
and Washington Mutual marched forward with more and more 
subprime high loan-to-value and option payment products, each one 
adding incrementally to the risk profile. 

Thank you for your time and attention. I will be happy to ad- 
dress your questions. 

Senator Levin. Thanks, Mr. Vanasek. Mr. Cathcart. 

TESTIMONY OF RONALD J. CATHCART, i FORMER CHIEF EN- 
TERPRISE RISK OFFICER (2006-2008), WASHINGTON MUTUAL 

BANK 

Mr. Cathcart. Chairman Levin, Ranking Member Coburn, and 
Members of the Committee, thank you for the opportunity to com- 
ment on my history with Washington Mutual Bank and to provide 
a risk management perspective on some root causes of the U.S. fi- 
nancial services crisis. 

Before leading the Enterprise Risk Management Group at 
WaMu, I spent more than 20 years working in risk management 
positions at World Bank of Canada, Bank One, and CIBC. I joined 
WaMu’s management team in December 2005 and served as the 
Chief Enterprise Risk Officer through April 2008. 

When I arrived at WaMu, I inherited a Risk Department that 
was isolated from the rest of the bank and was struggling to be ef- 
fective at a time when the mortgage industry was experiencing un- 
precedented demand for residential mortgage assets. I understood 
that the regulatory agencies and WaMu’s Board of Directors were 
interested in expanding risk management functions within the 
company to meet this demand. The general function of risk man- 
agement is to measure, monitor, and establish parameters to con- 
trol risk so that the company is prepared for potential loss. In 
order to meet this objective, during my first few months, I reorga- 
nized the department in order to align risk management with the 
company’s business lines and to embed risk managers in each of 
the four business units. 

The company’s strategic plan to shift its portfolios towards high- 
er margin products was already underway when I arrived at 
WaMu. Basically, this strategy involved moving away from tradi- 
tional mortgage lending into alternative lending programs involv- 


^The prepared statement of Mr. Cathcart appears in the Appendix on page 138. 
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ing adjustable-rate mortgages as well as into subprime products. 
The strategic shift to higher-margin products resulted in the bank 
taking on a higher degree of credit risk because there was a great- 
er chance that borrowers would default. 

In hindsight, the shift to both adjustable-rate Option ARM loans 
and subprime products was a significant factor in the failure of 
WaMu and contributed to the financial crisis generally. These prod- 
ucts depended on house price appreciation to be viable. When hous- 
ing prices decelerated, they became problem assets. 

In early 2006, a high volume of Option ARM loans was being 
originated and securitized at WaMu and throughout the West 
Coast mortgage industry. Wall Street had a huge appetite for Op- 
tion ARMs and WaMu could sell these loans as quickly as it could 
originate them. With an incentive to bundle and sell large quan- 
tities of loans as quickly as possible, banks all over the country, in- 
cluding WaMu, became conduits for the securitization and sale of 
loans to Wall Street. The banking industry began to move away 
from the traditional model, where banks held the loans they origi- 
nated, towards a new model where banks acted as conduits. The 
demand for securitized mortgage products encouraged poor under- 
writing, and guidelines which had been established to mitigate and 
control risk were often ignored. 

The source of repayment for each mortgage shifted away from 
the individual and their credit profile to the value of the home. 
This approach of focusing on the asset rather than on the customer 
ignores the reality that portfolio performance is ultimately deter- 
mined by customer selection and credit evaluation. Even the most 
rigorous efforts to measure, monitor, and control risk cannot over- 
come poor product design and weak underwriting and organiza- 
tional practices. 

Another key component of WaMu’s higher-risk strategy involved 
efforts to increase the company’s exposure to the subprime market. 
These efforts focused on lending to customers who did not meet the 
credit qualifications to obtain traditional mortgages. In order to be 
successful, any bank offering subprime producte must operate with 
a high degree of credit discipline. However, the credit performance 
of Long Beach-originated loans did not meet acceptable risk stand- 
ards and the high level of early payment defaults suggested poor 
customer selection and underwriting practices. Risk management, 
therefore, determined that Long Beach had outsized risk param- 
eters and we implemented standards to tighten them. 

In the end, WaMu’s subprime exposure never reached the levels 
envisaged in the 2005 strategy. In fact, thanks in part to tightening 
of controls and risk parameters, these were reduced. 

Financial conditions in late 2007 and early 2008 deteriorated fur- 
ther in 2007 and 2008. As head of risk, I began to be excluded from 
key management decisions. By February 2008, I had been so fully 
isolated that I initiated a meeting with the director, where I ad- 
vised that I was being marginalized by senior management to the 
point that I was no longer able to discharge my responsibilities as 
Chief Enterprise Risk Officer of WaMu. Within several weeks, I 
was terminated by the chairman. 

In conclusion, let me identify some of the factors which contrib- 
uted to the decline of the U.S. financial market. A confluence of 
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factors came together to create unprecedented financial conditions 
which the market was not equipped to handle. Due to a lack of reg- 
ulation and lax lending standards, mortgage brokers operated with- 
out oversight and underwriting quality suffered as a result. The 
banking industry’s focus shifted from customer selection to asset- 
based lending as banks became conduits for Wall Street, which 
could and would securitize whatever mortgage pool the bank origi- 
nated. Rating agencies and regulators seemed to be lulled into a 
sense of complacency, and the Government-Sponsored Enterprises 
opened their risk envelopes and guaranteed and warehoused in- 
creasingly risky products. 

Thank you for the opportunity to share my thoughts and experi- 
ences. I look forward to the Subcommittee’s review of this matter 
and I am prepared to answer any questions. 

Senator Levin. Thank you very much, Mr. Cathcart. We thank 
you all for your statements, which we have had an opportunity to 
read. 

Mr. Melby. 

TESTIMONY OF RANDY MELBY, i FORMER GENERAL AUDITOR, 
WASHINGTON MUTUAL BANK 

Mr. Melby. Mr. Chairman and Members of the Subcommittee, 
good morning. My name is Randy Melby. I joined WaMu in June 
2004 and became general auditor in December 2004. I have close 
to 30 years of bank experience with 27 of those years as a profes- 
sional internal auditor for Norwest, who later acquired Wells 
Fargo, and 2 years leading a large commercial loan operations divi- 
sion for Wells Fargo, along with my current position as chief risk 
officer for BankUnited in Miami Lakes, Florida. I am also a cer- 
tified internal auditor. 

As general auditor for WaMu, I reported directly to the chairman 
of the Audit Committee of the corporate board of directors and ad- 
ministratively to the chief risk officer who reported directly to the 
CEO. I was not a member of the executive committee, which was 
comprised of the CEO’s direct reports and select direct reports of 
the president and COO. 

My primary role as general auditor was to provide an inde- 
pendent, objective assessment of WaMu’s system of internal control 
and underlying business processes. We conducted our work in ac- 
cordance with the Institute of Internal Auditors’ Standards for the 
Professional Practice of Internal Auditing and Code of Ethics and 
employed the Committee of Sponsoring Organizations of the 
Treadway Commission, or more commonly referred to as COSO, for 
defining, evaluating, testing, and reporting on WaMu’s policies, 
processes, and information systems. 

My primary objectives were twofold: One, to assist the board, 
management, and employees in the effective discharge of their re- 
sponsibilities by providing analysis, testing, recommendations, ad- 
vice, and information concerning the adequacy and effectiveness of 
WaMu’s internal control structure related to safeguarding of assets, 
compliance with applicable laws and regulations, and achievement 


^The prepared statement of Mr. Melby appears in the Appendix on page 146. 
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of management’s operational objectives; and, two, to promote effec- 
tive business processes to internal control at a reasonable cost. 

The board, management, and employees of WaMu were account- 
able and responsible for establishing both an adequate and effec- 
tive internal control environment and for balancing risk and re- 
ward in determining and executing business strategies. In other 
words, internal audit does not set or determine business strategies. 
We audit those processes established to execute against business 
strategies determined by both the board and management. As de- 
fined by COSO, internal control is a process effected by the board, 
management, and employees designed to provide reasonable assur- 
ance regarding the achievement of objectives related to the effec- 
tiveness and efficiency of operations, reliability of financial report- 
ing, and compliance with applicable laws and regulations. 

I was hired by the Audit Committee to assist the board, manage- 
ment, and employees strengthen WaMu’s overall system of internal 
control by improving and upgrading its internal audit function. 

When I joined WaMu in 2004, the company was at the tail end 
of a string of significant acquisitions that resulted in, among other 
things, multiple and disparate systems and a manually intensive 
business process environment. And the Internal Audit Department 
was very traditional and in need of being elevated to the next level 
of professionalism, credibility, and to be positioned as a forerunner 
in effecting change and delivering strategic and value-added inter- 
nal audit services. 

For example, in 2005, we turned over close to 50 percent of the 
audit staff, or approximately 40 to 45 people. Most of this turnover 
was by design, and we began upgrading the overall quality and ex- 
perience of the audit team. Turnover was cut in half to 24 percent 
in 2006 and improved to below 20 percent in 2008, which is in line 
with other large financial services’ internal audit departments. In 
addition, 2005 was a year where we focused on our Internal Audit 
Department infrastructure by initiating an audit process improve- 
ment project, enhanced our professional practices group, developed 
internal metrics and MIS, started performing cross-organizational 
audits, and improved overall Audit Committee reporting. 

In 2006, I hired a deputy general auditor, an IT audit director, 
a professional practices audit director, and an audit director to 
oversee and redesign our audit approach for assessing credit risk. 
All came from outside of WaMu and reported directly to me and 
came with over 75 combined years of internal audit experience. 

These changes were significant, specifically as it relates to credit 
risk. Corporate Credit Review was positioned within WaMu as an 
independent function that was separate from internal audit. This 
group was responsible for providing an independent assessment of 
WaMu’s overall credit risk and credit quality and reported up 
through the enterprise chief risk officer. These changes were de- 
signed to provide enhanced audit coverage of the credit review 
function. We redesigned our audit processes. The company acquired 
Providian Card Services, and we integrated the Providian audit 
team into our Audit Department, approximately 30 professional in- 
ternal auditors, and we continued performing more risk-based and 
strategic audits. 
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Last, we received an external review, which is required by the 
Institute of Internal Auditors’ Standards for the Professional Prac- 
tice of Internal Auditing, and received the highest rating assigned. 

In 2007, we continued hiring external talent to keep pace with 
the rapid changes occurring within WaMu. We achieved our full 
staffing plan for the first time since I joined the company, which 
allowed us to reduce our reliance on external co-source resources. 
We enhanced the overall quality of our ongoing risk assessments 
with the focus on emerging risks, and Corporate Fraud Investiga- 
tions was merged and integrated into the Audit Department, and 
I hired an Investigations Director from the outside who reported di- 
rectly to me. 

In 2008, we continued enhancing the quality of our assurance 
work. We enhanced our continuous risk assessment process with a 
focus on enterprise-wide risk assessments, and we continued per- 
forming high-risk, cross-organizational audits. 

Last, during my tenure as General Auditor, Internal Audit con- 
sistently reported to executive management and the Audit Com- 
mittee those areas of the company that required significant im- 
provement as well as those areas that were well controlled. 

I look forward to answering any of your questions to the best of 
my ability. Thank you. 

Senator Levin. Thank you very much. 

We are going to have an opening round, which is a 20-minute 
opening round, so that each of us will take up to that. In our subse- 
quent rounds, we may have a little shorter period, but we will start 
with that approach. 

First, let me start with questions about Long Beach Mortgage. 
This was WaMu’s primary subprime lender. Let me start with you, 
Mr. Vanasek. Did Long Beach have an effective risk management 
regime when you arrived at WaMu? 

Mr. Vanasek. No, sir, they did not. 

Senator Levin. And did they develop an effective risk manage- 
ment regime while you were there? 

Mr. Vanasek. No, sir, they did not. 

Senator Levin. Mr. Cathcart, when you were there from 2006 to 
2008 at WaMu, did Long Beach have an effective risk management 
regime? 

Mr. Cathcart. No, sir. 

Senator Levin. Thank you. Now, since Long Beach was exclu- 
sively a subprime lender, its loans were all high risk in a sense. 
I gather that subprime loans are high risk for a number of reasons. 
Is that correct? 

Mr. Cathcart. Yes, that is correct. 

Senator Levin. Mr. Vanasek, would you agree? 

Mr. Vanasek. Yes, I agree. 

Senator Levin. Now, take a look, if you all would, at Exhibit Ic.^ 
This is based on WaMu data, and it shows the Long Beach and 
WaMu securitizations of subprime loans. In 6 years, starting from 
2000 all the way through 2006, the securitization of subprime home 
loans went from $2.5 billion all the way up to $29 billion. And then 
in 2007, the number dropped dramatically, not because Long Beach 


^See Exhibit No. Ic, which appears in the Appendix on page 214. 
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decided to stop securitizing loans, but because by September of that 
year, investors had stopped buying subprime mortgage-backed se- 
curities. The credit rating agencies had started to downgrade those 
securities in July, and the market froze at that point. 

Mr. Vanasek and Mr. Cathcart, did either of you become involved 
with managing the risks associated with securitization at Long 
Beach? 

Mr. Vanasek. No, sir. 

Mr. Cathcart. No, sir. 

Senator Levin. All right. Is it fair to say that WaMu was not 
particularly worried about the risk associated with Long Beach 
subprime mortgages because it sold those loans and passed the risk 
on to investors? Mr. Vanasek. 

Mr. Vanasek. Yes, I would say that was a fair characterization. 
From the beginning, all Long Beach mortgage loans were sold to 
the street. 

Senator Levin. And then the risk, therefore, would be passed on 
to the purchasers. Is that correct? 

Mr. Vanasek. Yes. 

Senator Levin. Mr. Cathcart, do you agree with that? 

Mr. Cathcart. Well, there was a retained interest in the 
securitized assets in the neighborhood of $200 or $300 million that 
did represent risk to the bank. 

Senator Levin. For the part that was retained, which was a 
small percentage. 

Mr. Cathcart. That is correct. And that ended up being written 
off. But to that extent, there was a residual risk. Other than that, 
the loans were securitized. 

Senator Levin. And passed along to investors. 

Mr. Cathcart. Correct. 

Senator Levin. Now, this high-risk strategy of WaMu, the shift 
from low risk to high risk, was first implemented in 2004. From 
2003 to 2006, subprime originations were up, and securitizations 
were up even more. They had doubled from 2005 to 2006, according 
to this chart, and that is based on WaMu’s statistics. Presumably, 
that was because WaMu was acquiring subprime loans through its 
subprime conduit or other channels or even taking subprime loans 
from the WaMu portfolio and securitizing them. Is that correct? 

Mr. Vanasek. Yes. Washington Mutual purchased subprime 
loans from Ameriquest Mortgage primarily. New Century on occa- 
sion, and that was a separate pool, separate and distinct from Long 
Beach. 

Senator Levin. All right. Now, Mr. Vanasek, let me start with 
you. Were you aware during your tenure how these Long Beach 
loans and securities that were sold to investors performed? 

Mr. Vanasek. To a degree. 

Senator Levin. And what did you understand how they per- 
formed? 

Mr. Vanasek. They had not performed well as time went on. 
There had always been questions about the underwriting of Long 
Beach mortgages. The company went through, during my tenure, 
three changes in executive management in order to more effectively 
manage the company. 

Senator Levin. At least that was the goal. 
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Mr. Vanasek. Yes. 

Senator Levin. Mr. Melby, one of the first audits that you 
oversaw after joining WaMu was an April 2006 audit of Long 
Beach, and that is Exhibit 10,^ if you will look in your exhibit book. 
This is entitled “Memorandum, April 17, 2006,” to the Board of Di- 
rectors’ Audit Committees of Washington Mutual. It is from you, 
and it is regarding “Long Beach Mortgage Company Repurchase 
Reserve Root Cause Analysis.” This was submitted to the Board’s 
Audit Committee. Is that correct? 

Mr. Melby. That is correct. 

Senator Levin. And on page 1 at the bottom, it says the fol- 
lowing: “LBMC [Long Beach] experienced a dramatic increase in 
early payment defaults.” Those are EPDs. Do you see that about 
eight lines from the bottom? 

Mr. Melby. Yes, I do. 

Senator Levin. “LBMC [Long Beach] experienced a dramatic in- 
crease in EPDs [early payment defaults] during the third quarter 
of 2005,” it says there, and, “The early payment default recourse 
provisions of whole loan sales agreements led to a large volume of 
required loan repurchases.” 

Now I am going to say — and you can say if this is accurate — that 
Long Beach ended up r^urchasing more than $800 million in 
loans, incurring a loss of $100 million. And your memo goes on to 
say at the bottom of page 1 and the top of page 2 that Long Beach 
“did not record an appropriate level of repurchase reserves” for the 
repurchase obligations and, “As a result, gains on those sales were 
overstated and not corrected until the first quarter of 2006.” Is that 
correct? 

Mr. Melby. That is correct. 

Senator Levin. Then on page 2, the first bullet point, “Manage- 
ment Control Weaknesses” were identified by you at that first bul- 
let point, which is about two-thirds of the way down. “Relaxed cred- 
it guidelines, breakdowns in manual underwriting processes, inex- 
perienced subprime personnel, coupled with a push to increase loan 
volume and the lack of an automated fraud monitoring tool exacer- 
bated the deterioration in loan quality.” Is that correct? 

Mr. Melby. That is correct. 

Senator Levin. Did the audit find that Long Beach then was con- 
sistently approving poor loans? 

Mr. Melby. That is a fair assessment. 

Senator Levin. And did it find that Long Beach had weak con- 
trols over the loan approval process? 

Mr. Melby. Yes. 

Senator Levin. And the push to increase loan volume made 
things worse? 

Mr. Melby. In my opinion, it did. 

Senator Levin. And did you inform senior management of the 
problems? 

Mr. Melby. We did, yes. 

Senator Levin. What was their response? 

Mr. Melby. An action plan was put together, which is part of In- 
ternal Audit’s process and something that — they were receptive to 


^ See Exhibit No. 10, which appears in the Appendix on page 408. 
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the changes. It is something that was monitored on a go-forward 
basis. 

Senator Levin. So they indicated they would make changes. 

Mr. Melby. They did, yes. 

Senator Levin. Mr. Cathcart, look at Exhibit 16, ^ if you would. 
Now we are at January 2007. This is an email chain at the end 
of December 2006 and beginning of January 2007 between you and 
your colleagues at Washington Mutual about the quality of assets 
at Long Beach. And you write, “Long Beach represents a real prob- 
lem for WaMu.” That is the way you start that memo. What was 
the problem that you were identifying at that time? 

Mr. Cathcart. I had seen a number of internal audits prepared 
by Randy Melby’s group that indicated significant control weak- 
nesses. I was seeing reports that indicated poor performance of the 
securitized portion of Long Beach mortgages which put us in the 
lowest quartile of performance. And I believed that we had gaps in 
our controls associated with Long Beach. 

Senator Levin. And had there been a surge of loans that had to 
be repurchased as well? 

Mr. Cathcart. There was a surge of loans just after I arrived, 
and I believe that was the $800 million that Mr. Melby was just 
talking about. 

Senator Levin. All right. Now, in 2006, Washington Mutual 
made Long Beach a direct subsidiary of the bank and put it under 
the direct supervision of the Home Loans Division, but that did not 
seem to help. Mr. Melby, take a look at Exhibit 19. ^ Your audit 
team — this is August 20, 2007 — issued another Long Beach audit 
report, and it reported a failure to follow underwriting guidelines 
and if you look at Exhibit 19, accurate reporting and tracking of 
exceptions to policy does not exist. That is on page 2. Do you see 
that? 

Mr. Melby. I do, yes. 

Senator Levin. That is called a high risk to the business unit. 
Is that correct? 

Mr. Melby. That is correct. 

Senator Levin. And in this audit, you also say that when credit 
rules were tight, a Long Beach employee did not always comply 
and instead approved loans that were riskier than the bank said 
it wanted to originate. Is that correct? 

Mr. Melby. That is correct. 

Senator Levin. Now, specialty lending is what Washington Mu- 
tual called its subprime operations after it abolished Long Beach 
as a separate entity and took over the subprime lending function 
itself, right? 

Mr. Melby. That is correct, yes. 

Senator Levin. Now, wholesale specialty lending was its broker- 
initiated subprime operation, right? 

Mr. Melby. That is my understanding, yes. 

Senator Levin. Mr. Cathcart. 

Mr. Cathcart. Yes, that is correct. 


1 See Exhibit No. 16, which appears in the Appendix on page 448. 

2 See Exhibit No. 19, which appears in the Appendix on page 462. 
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Senator Levin. Now, if you will look at Exhibit 21,^ you will see 
there a review of wholesale specialty lending FPD, which is first 
payment defaults, and that was distributed to you, Mr. Cathcart, 
so presumably you saw that at the time. Is that correct? 

Mr. Cathcart. Yes, it is. 

Senator Levin. It also went to the chairman and chief executive 
officer, Mr. Killinger. Do you see that on the right? 

Mr. Cathcart. Yes, I do. 

Senator Levin. And to Mr. Rotella, Steve Rotella. Do you see 
that on the right? 

Mr. Cathcart. Yes, I do. 

Senator Levin. And to David Schneider. 

Mr. Cathcart. Correct. 

Senator Levin. OK. He was the president of Home Loans at that 
time. 

Now, on page 3 of that report, it identifies two high-risk issues, 
and this is on the top of page 3. Do you see where it says that? 
“Ineffectiveness of Fraud Detection Tools.” 

Mr. Cathcart. Correct. 

Senator Levin. And “Weak credit infrastructure impacting credit 
quality,” do you see that? 

Mr. Cathcart. Yes. 

Senator Levin. And those were high risk? 

Mr. Cathcart. Correct. 

Senator Levin. To the company. 

Mr. Cathcart. Yes. 

Senator Levin. Now, this review that we are looking at — and this 
is, again. Exhibit 21 — this review looked at 187 loans that had first 
payment defaults. In other words, the first payment was not even 
made in those 187 loans. I am now reading down here on page 3 
of this exhibit. One hundred thirty-two of the 187 were reviewed, 
and 115 had confirmed fraud. Do you see where that is there? 

Mr. Cathcart. Yes. 

Senator Levin. So 132 sampled were identified with red flags, 
reading from this report, and of that, 115 had confirmed fraud, 80 
had unreasonable income listed, which means that the income that 
someone said they had was not reasonable for that occupation or 
that person. Is that correct? 

Mr. Cathcart. Correct. There should be a reasonableness test 
when these subprime mortgages are originated. 

Senator Levin. And 80 of these 115 — sorry, 80 of the 132 had un- 
reasonable income. Then it says 133 had evaluation or loan deci- 
sion errors. Do you see that? 

Mr. Cathcart. Yes, I do. 

Senator Levin. Do you see where it says 87 exceeded program 
parameters? 

Mr. Cathcart. Yes. 

Senator Levin. Now, why didn’t WaMu clean this up, do you 
know? I mean, this is a report that went right to Mr. Killinger. Mr. 
Rotella and Mr. Schneider received copies of this audit. Do you 
know why this continued, why this was not cleaned up at that 
time? 


^See Exhibit No. 21, which appears in the Appendix on page 477. 
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Mr. Cathcart. I can only tell you that it was my role as chief 
enterprise risk officer to ensure that both senior management and 
the Board was made aware of these findings and that they under- 
stood the contents. I cannot speak for management actions. 

Senator Levin. All right. Mr. Vanasek, do you want to add any- 
thing to that? Do you know why they were not cleaned up? 

Mr. Vanasek. No. I was retired by that time. 

Senator Levin. You were retired by then. Mr. Melby. 

Mr. Melby. My response would be similar to Mr. Cathcart’s. Our 
job is to report the issues. We do extensive follow-up, and we re- 
ported up through the Board accordingly. 

Senator Levin. All right. Now, according to this memo, the push 
to increase loan volume made things worse. Is that correct? 

Mr. Cathcart. That is correct 

Senator Levin. OK. Now, if you would look at Exhibit 22, the 
problem at WaMu was not confined to Long Beach. Exhibit 22a. ^ 
Now, this is an internal WaMu memo from November 2005 called 
“Southern California Emerging Markets Targeted Loan Review Re- 
sults.” It says at the top, “Due to a sustained history of confirmed 
fraud findings over the past three years from the Emerging Mar- 
kets and Retail Broker Program areas, the Home Loans Risk Miti- 
gation Team recently conducted a targeted review of loans origi- 
nated in two Southern California Community Eulfillment Centers.” 
Now, Community Eulfillment Centers are WaMu’s loan processing 
offices. Is that correct, Mr. Vanasek? 

Mr. Vanasek. Yes. 

Senator Levin. OK. Now, the memo was addressed to you. Do 
you remember the investigation? 

Mr. Vanasek. I do. 

Senator Levin. We are going back here to 2005. The investiga- 
tion focused on two WaMu loan offices called Montebello and Dow- 
ney, and reviewed the loans issued by WaMu employees and also 
loans that were brought to the offices by third-party mortgage bro- 
kers who were paid a fee when a loan that they brought was fi- 
nanced by the bank. Is it correct that Montebello and Downey of- 
fices were headed by two of WaMu’s top loan producers and that 
a lot of loans came out of each of those offices, as much as $1 bil- 
lion in mortgages in a year? 

Mr. Vanasek. Yes, that is correct. 

Senator Levin. And the memo discusses a year-long internal in- 
vestigation that WaMu’s own employees conducted into suspected 
fraud affecting loans issued by the Montebello and Downey offices, 
which are referred to as Community Eulfillment Centers (CECs). 
Among the findings, here is what the memo says, in the middle of 
the page there: “ . . .an extensive level of loan fraud exists in the 
Emerging Markets CECs, virtually all of it stemming from employ- 
ees in these areas circumventing bank policy surrounding loan 
verification and review . . . 42% of the loans reviewed” — and this, 
again, is in the middle of the page — “42% of the loans reviewed 
contained suspect activity or fraud, virtually all of it attributable 
to some sort of employee malfeasance or failure to execute company 
policy.” 


^ See Exhibit No. 22a, which appears in the Appendix on page 496. 
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Behind Exhibit 22a is that PowerPoint presentation, Exhibit 
22b, 1 called “Retail Fraud Risk Overview,” and that provides a lot 
of detail about this 2005 investigation, as well as Exhibit 23h,^ 
which is an email with data showing that the percentage of loans 
containing fraudulent information at the Montebello office was 83 
percent and the percentage at the Downey office was 58 percent. 

So now back to Exhibit 22b. It gives some examples of the fraud 
found. Here is one on page 10 of that memo, “Fraud Loan Sam- 
ples.” Here is what that sample says. This is page 10, Exhibit 22b, 
loan number, and it gives the number. “Misrepresentation [of| the 
borrower’s identification and qualifying information were confirmed 
in every aspect of this file” — misrepresentation, every aspect of this 
file — “including Income . . . Possible Strawbuyer or Fictitious bor- 
rower. The credit package was found to be completely fabricated. 
Throughout the process, red flags were over-looked, process re- 
quirements were waived. . . .” 

Mr. Vanasek, those fraud percentages, 83 percent, 58 percent, 
those are truly eye-popping numbers, are they not? 

Mr. Vanasek. They are. 

Senator Levin. And the report said that most of the fraud was 
due to willful behavior of WaMu employees. Did that surprise you 
when you read it? 

Mr. Vanasek. No. 

Senator Levin. The memo came out in November 2005. You left 
the bank in December 2005. 

Now, Mr. Melby, you had become auditor a year earlier, in De- 
cember 2004. Were you told about this report? 

Mr. Melby. Not at the time. 

Senator Levin. All right. So you didn’t know about this report at 
the time. 

Mr. Melby. At the time, no. 

Senator Levin. Now take a look at Exhibit 22a. 

Let me just ask you, Mr. Vanasek, you said you were not sur- 
prised at those numbers. As I said, these are really unbelievable 
numbers to an outsider like me, I mean, fraud at that level. Why 
weren’t you surprised? 

Mr. Vanasek. There had been long rumors of those offices re- 
garding this kind of activity and suspicion about it. Nancy Gonseth, 
the author of this memo, came forward and talked to a number of 
people on my staff. We invited Ms. Gonseth to come to Seattle and 
sit down and see if it moved from the area of suspicion to the area 
of fact, and this report that you see is the net result of that discus- 
sion. It was forwarded to David Schneider, as head of the mortgage 
lending area, for action. I did not have the authority to remove 
these loan originators. 

Senator Levin. All right. Now, let me just finish this line of ques- 
tioning, and I will turn this over then to you. Senator Coburn. I 
am a little over my 20 minutes, but it is all right. I will just finish 
this one line of questioning. 

Now, in Exhibit 22a, it said that, “Based on the consistent and 
pervasive pattern of activity among these employees, we are recom- 


^See Exhibit No. 22b, which appears in the Appendix on page 497. 
2 See Exhibit No. 23b, which appears in the Appendix on page 511. 
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mending firm action be taken. . . And no action was taken in 
2005. Now, did that surprise you, Mr. Vanasek? 

Mr. Vanasek. No. 

Senator Levin. Why not? 

Mr. Vanasek. Because there was this long history of rumor and 
suspicion about these offices. They were high-volume producers in 
low economic areas, so they contributed heavily to CRA targets. 
They were the highest producers, as you have indicated, in the 
company. And in fairness to Mr. Schneider, it would take some 
time for him to investigate and deal with these issues. So by the 
time I left, he had not completed that activity. 

Senator Levin. All right. Now, Mr. Cathcart, you started in 2006 
as WaMu’s chief risk officer, but were you told at the time about 
this fraud investigation so you could evaluate risks? 

Mr. Cathcart. No, I was not. 

Senator Levin. All right. Thank you. Senator Coburn. 

Senator Coburn. Thank you. Kind of continuing along with what 
Senator Levin has started, and I will get back to it in detail, Mr. 
Vanasek, you left in 2005, correct? 

Mr. Vanasek. Correct. 

Senator Coburn. You retired? 

Mr. Vanasek. Yes. 

Senator Coburn. Why did you choose to retire? 

Mr. Vanasek. I had originally agreed with Mr. Killinger when I 
was employed that I would work 6 years with Washington Mutual. 
I was 62 years old. I have a heart condition and four cardiac stents. 
I thought it time for the sake of my health to leave. 

Senator Coburn. There is no question in what Senator Levin 
had laid out that there, in several of the offices of WaMu, espe- 
cially in Downey and Montebello, that there was fraudulent activ- 
ity going on, correct? 

Mr. Vanasek. Yes. 

Senator Coburn. I mean, your own internal sources said there 
were fraudulent activity. 

Mr. Vanasek. Right. 

Senator Coburn. By your own audits and your own investiga- 
tion. Was the Board aware of that? Were you ever asked to go be- 
fore the Board, or did you report to the Board? Were your reports 
given to the Board? 

Mr. Vanasek. I gave reports to the Board on a regular basis to 
the Finance Committee. I reported on performance of the organiza- 
tion. These kinds of issues were generally handed to the audit area 
and to the business unit for reconciliation or resolution. If they 
were not resolved, then, of course, they could be taken to the Board 
for discussion. 

Senator Coburn. In hindsight, it looks like this was systemic ac- 
tivity. 

Mr. Vanasek. Yes. 

Senator Coburn. Would you agree? 

Mr. Vanasek. Yes. 

Senator Coburn. When did you, at any point in time in your 
time as a Risk Manager for them, believe that this was widespread 
fraudulent activity? 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00041 Fmt6633 Sfmt 6633 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


30 


Mr. Vanasek. When Nancy Gonseth came forward with some 
pretty credible material. Prior to that, it had been largely rumor. 

Senator Coburn. OK. But you saw it not just as a specific one 
or two offices? Did you think that there was fraudulent activity 
outside of those one or two offices? 

Mr. Vanasek. Yes, Senator. In an organization as large as Wash- 
ington Mutual, with the incentive system constructed as it was, 
that rewarded growth rather than quality, it was inevitable that 
certain people would coach borrowers to meet the minimums. They 
would game the system from time to time. But as I indicated in my 
earlier statement, it was extremely hard to catch. Unless you could 
sit down with the borrower and find out what their real income 
was — and they would, of course, have to admit what their real in- 
come was — it was hard to tell. You could be suspicious on the na- 
ture of what kind of occupation they might have 

Senator Coburn. But documentation of income is one of the re- 
quirements for a mortgage, correct? 

Mr. Vanasek. No. When Washington Mutual moved to a sub- 
stantial number of stated income, that became an even more dif- 
ficult task. 

Senator Coburn. So the policy was you didn’t have to prove your 
income? You could just state your income? 

Mr. Vanasek. That is correct. 

Senator Coburn. And that was corporate policy? 

Mr. Vanasek. Yes. 

Senator Coburn. So no proof of income, just a statement of in- 
come? 

Mr. Vanasek. That is true. 

Senator Coburn. And did that violate any banking or mortgage 
lending rules? 

Mr. Vanasek. Well, it certainly violated old standing rules, but 
it had become very common and highly competitive in the industry. 
And it initially started because people were self-employed and it 
was difficult to get to what their income might be. But it broadened 
beyond self-employed people over time and it was a cost efficiency 
measure. 

Senator Coburn. Mr. Cathcart, did you attend any Board meet- 
ings to give a perspective on the company’s risk profile? 

Mr. Cathcart. Yes, I did. 

Senator Coburn. And how was that received? 

Mr. Cathcart. I reported regularly to the Audit Committee and 
to the Finance Committee during each of their meetings, and every 
6 months, I gave a full risk report to the full Board of Directors. 
My first report was in the middle of 2006. I think it was April 
2006. During those meetings, I went through all of the risk func- 
tions which reported to Enterprise Risk Management, starting with 
credit risk, obviously. But it included credit risk, market risk, oper- 
ational risk, compliance, internal audit, which reported to me ad- 
ministratively. But I summarized findings in that report. Liquidity 
risks, regulatory relations, which were the groups that reported to 
me. In those reports, I highlighted for the Board what I saw at the 
time and what our group saw at the time as the five top risks that 
the bank was confronting at the time of the report. 
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Senator Coburn. And were the items that Senator Levin high- 
lighted, Exhibits 10 and 22 in terms of this own internal look — are 
you aware that at any time the Board was made aware of each of 
those studies, whether the CEO or others were? Was the Board as 
a whole ever made aware of those studies, that you are aware of? 

Mr. Cathcart. I don’t recall any reports to the Board that high- 
lighted these problems. 

Senator Coburn. Would you think that would be important to 
Board members, to understand that 73 percent or 53 percent of the 
loans didn’t qualify even under the loose standards? 

Mr. Cathcart. Yes, Senator, I considered it material. And al- 
though I wasn’t aware of this particular issue, I was concerned that 
the internal Eraud Investigations Group, which looked at employee 
fraud, was not as effective as it could be. So during my tenure, 
after several quarters, I moved that group, which at the time re- 
ported into the retail part of the bank. I moved it under the Chief 
Internal Auditor, Randy Melby, who took over the function. He re- 
staffed it, put a new hire in charge, and after that happened, these 
internal employee fraud investigations were picked up, taken up by 
audit. And as a result, that way, I could be very sure the Board 
was aware of the results, which is what happened after that 
change took place. 

Senator Coburn. Were you ever rebuked by the Board for giving 
too pessimistic an outlook in terms of the risks of the actions of the 
mortgage unit? 

Mr. Cathcart. No, I wasn’t. 

Senator Coburn. Were there any questions of the Board mem- 
bers to you about your assessment of the risk parameters that we 
talked about in terms of what Senator Levin outlined in both Ex- 
hibit 10 and Exhibit 22? 

Mr. Cathcart. Well, I can recall certainly my first risk report to 
the Board, which was in April 2006, there was no discussion. 

Senator Coburn. Is it your feeling, both Mr. Vanasek and Mr. 
Cathcart, that the Board was responsive to the areas of concern 
that you raised? 

Mr. Cathcart. I would say the Board was responsive. The Board 
would continually ask management why progress hadn’t been made 
on certain chronic issues which were repeat items from both inter- 
nal audit, credit review, and from the regulators. But it appeared 
as if there was little consequence to these problems not being fixed. 

Senator Coburn. OK. Thank you. 

Mr. Vanasek, on Exhibit 78a,i there is an email exchange be- 
tween you and Mr. Killinger where he said, “I have never seen 
such a high-risk housing market. . . . This typically signifies a 
bubble.” You responded, “All the classic signs are there.” Wasn’t 
this email written just months after WaMu made a strategic deci- 
sion to shift to riskier lending? 

Mr. Vanasek. Yes, it was. 

Senator Coburn. How do you account for the fact that somebody 
has seen a bubble, and by definition, a bubble is going to burst, and 
then their corporate strategy is to jump into the middle of that 
bubble? 


^See Exhibit No. 78a, which appears in the Appendix on page 790. 
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Mr. Vanasek. Well, frankly, that is quite hard to answer with 
anything that would satisfy you. I can only say that at the point 
in time, the conventional mortgage, a 30-year mortgage, yielded 
very little, so the company was constantly concerned about the re- 
action of Wall Street to earnings and profitability, and therefore 
pursued these strategies in the face of that. 

Senator Coburn. So why was it that a 30-year mortgage was 
yielding poorly as compared to these other high-risk loans? What 
do you make account for the fact that a significant margin could 
not be made in a 30-year loan? 

Mr. Vanasek. It had become a very homogeneous product in the 
market and there was such demand for it that margins shrank and 
it just wasn’t very interesting. 

Senator Coburn. Did it have anything to do with the fact that 
the GSEs were the major suppliers of funds for those? 

Mr. Vanasek. I really couldn’t answer that. They did bridge into 
Option ARMs and other products over time, but I can’t speak to 
their interest in purchasing fixed rate versus adjustable rate. 

Senator Coburn. During your time, underwriting standards 
across the industry declined. 

Mr. Vanasek. Right. 

Senator Coburn. Did you ever step in and try to get people to 
take a more conservative approach at WaMu? 

Mr. Vanasek. Constantly. 

Senator Coburn. Were you listened to? 

Mr. Vanasek. Very seldom. 

Senator Coburn. Were you ever felt that your opinions were 
unwelcomed, and could you be specific? 

Mr. Vanasek. Yes. I used to use a phrase. It was a bit of humor 
or attempted humor. I used to say the world was a very dark and 
ugly place in reference to subprime loans. I cautioned about 
subprime loans consistently. The problem we had at Washington 
Mutual was the line managers and people like myself, members of 
the Executive Committee, if we were in conflict — let us suppose I 
was in conflict with the head of mortgage lending. We had no way 
to resolve that because the chairman would not engage in conflict 
resolution. He was very conflict-averse. 

So it was left to the two of us to work it out ourselves. Some- 
times that implied a bit of compromise on my part to allow, for ex- 
ample, a small amount of some particular underwriting to be done, 
even though I didn’t particularly favor it. In the context of a $300 
million institution, I tried to limit it to a point where it wouldn’t 
be terribly effective, but still allowed the line unit to compete. But 
the absence of pure conflict resolution, where I might say, I don’t 
want to do any more subprime mortgages versus what the chair- 
man wanted to do or the head of mortgage wanted to do, there was 
no way to resolve it. 

Senator Coburn. At any time in your thinking prior to your re- 
tirement, did you see some of the handwriting on the wall for the 
direction WaMu was going? 

Mr. Vanasek. Well, as indicated by my earlier statement, at the 
end of 2004, and I believe that is the correct date, I sat down with 
the chairman and made a one-on-one, which I found to be the most 
effective way to reach him, impassioned argument to stand up and 
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take an industry-leading position. I thought he could stand out as 
the leading mortgage executive if he could blow a whistle and say, 
enough is enough. The deterioration in mortgage underwriting has 
gone too far and we at Washington Mutual will not participate any 
further. 

Senator Coburn. You mentioned earlier the Community Rein- 
vestment Act (CRA) and you correlated it with the two areas that 
Senator Levin had noted that were high, actually fraudulent mort- 
gage applications. Do you think that WaMu’s decisions, especially 
in these two areas, were more likely related to getting the points 
up on the CRA versus just too good sales or agents that were clos- 
ing loans and brokering loans? 

Mr. Vanasek. I don’t think CRA led or forced WaMu into doing 
a great deal more low-income moderate housing, moderate-income 
lending. It had a small influence. But the real influence was the 
pure profitability of subprime lending. 

Senator Coburn. Right, the up-front profitability. 

Mr. Vanasek. Correct. 

Senator Coburn. Make the loans, package the loans, sell the 
loans, collect the money, with a small residual for WaMu in terms 
of risk. 

Mr. Vanasek. And some subprime mortgage loans purchased 
from others, namely Ameriquest, were retained on the balance 
sheet. They tended to be higher quality subprime loans and they 
were monitored very closely. I held quarterly business reviews with 
every business unit reviewing their delinquencies and growth and 
changes in policies and so forth in an effort to maintain control of 
the growth. 

Senator Coburn. So basically, you were buying higher-quality 
subprime loans from competitors than what you were selling into 
the market? 

Mr. Vanasek. Correct. 

Senator Coburn. You and Mr. Cathcart both had mentioned the 
impact of the rating agencies. Just honestly, do you think the rat- 
ing agencies were accurate, did a fair job, or were part of the prob- 
lem? 

Mr. Vanasek. I think they were very much a part of the problem. 
If you read Michael Lewis’s book, as I understand you have, you 
will understand exactly how that worked. They sold, or they rated 
securities based on average FICO scores, credit scores. Everyone in 
the business knows that you can barbell a securitization in such a 
fashion to put 50 percent good loans and 50 percent higher-risk 
subprime loans in and you are still going to take an unbelievable 
beating. 

Senator Coburn. Mr. Cathcart, your comments on that? 

Mr. Cathcart. I would agree that the rating agencies played a 
significant part in the outsized nature of the securitization market. 
The ratings — first of all, the incentives, I think, are inappropriate 
where the issuers pay for the rating. Second of all, the models that 
were brought to 

Senator Levin. Are you saying it is inappropriate? 

Mr. Cathcart. Inappropriate that the issuer should pay the rat- 
ing agency to rate the issuer’s paper. It seems to me the investor 
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should be paying for it if they are looking for third-party verifi- 
cation. 

The simplistic models that were used, maybe as a matter of con- 
venience, which didn’t take in the so-called black swan events that 
if you are looking at a AAA paper you really need to look at be- 
cause models are not going to give you the level of confidence nec- 
essary for a AAA paper at 99.9 percent, whatever percent is re- 
quired, probability of non-default. 

The volumes were so significant and the opportunities to make 
money that I would have expected that shortcuts were being taken 
as part of just getting these securitizations out into the market as 
quickly as possible. 

The overcomplexity of a number of these products, some of the 
more absurd examples, such as the CDOs-cubed and securities like 
that, which where I have read a number of very in-depth research 
papers that try and evaluate the tiered risk of these securitizations 
and it is almost, frankly, impossible to figure it out. 

That is just a cluster of factors. And I would add, not wanting 
to take too much time, the over-dependence or over-reliance on the 
rating agencies by government regulatory bodies, even to the tune 
of bank regulations allowing, for example, AAA securities to be 
held as risk-free assets on the bank’s balance sheet. This gives 
more credence to the rating agencies than they should have and it 
absolves financial institutions from having to make their own inde- 
pendent risk assessments when they load their balance sheets up 
with securities. 

Senator Coburn. This is for Mr. Vanasek and Mr. Cathcart 
again. It is true that risk management employees reported both to 
each of you and also other senior business executives. Was there 
a line around you in management with the people that worked for 
you? 

Mr. Cathcart. Could you clarify 

Mr. Vanasek. Yes. 

Senator Coburn. I am just wondering if the people that worked 
for you in risk management had a way around you to senior execu- 
tives, or did it all go through you? 

Mr. Vanasek. It all went through me. 

Senator Coburn. And there was nothing around you? 

Mr. Cathcart. That was not the case in my situation. There was 
a way around me. 

Senator Coburn. Explain that to us if you would, please. 

Mr. Cathcart. The chairman adopted a policy of what he called 
double reporting, and in the case of the Chief Risk Officers, al- 
though it was my preference to have them reporting directly to me, 
I shared that reporting relationship with the heads of the busi- 
nesses so that clearly any of the Chief Risk Officers reporting to 
me had a direct line to management apart from me. 

Senator Coburn. And was that a negative or a positive in terms 
of the ultimate outcome, in your view? 

Mr. Cathcart. It depended very much on the business unit and 
on the individual who was put in that double situation. I would say 
that in the case of home loans, it was not satisfactory because the 
Chief Risk Officer of that business favored the reporting relation- 
ship to the business rather than to risk. 
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Senator Coburn. And this is a hard question to answer, but I 
hope you will make an attempt to do it. Was there a point in time 
when you recognized the writing on the wall in terms of the fraud- 
ulent activity? Mr. Vanasek, you saw a bubble coming, and Mr. 
Cathcart, I am not sure that we have any comments from you. But 
was there a point in time when you knew that things were going 
to come unwound? 

Mr. Cathcart. Well, it is the old image of boiling a frog. It hap- 
pened gradually. I think if we had all been paying attention, we 
all would have realized it began in Q3 of 2006, when HSBC had 
the big write-downs on subprime, which we at the time attributed 
to poor integration with Household Financial. As it turns out, that 
was the thin edge of the wedge. And I would say it is fair to say 
that I didn’t realize that was the beginning of it. 

I would also say that there was an ingrained belief, and I cer- 
tainly shared it, that the house prices in the country would not re- 
duce simultaneously because they had not 

Senator Coburn. In other words, there would be a geographical 
difference? 

Mr. Cathcart. There would be a geographical difference. And so 
the biggest concern I had was the overconcentration of Washington 
Mutual’s portfolio in California 

Senator Coburn. Florida and California. 

Mr. Cathcart [continuing]. Florida, as well — where I did believe 
there was a significant risk because my belief was that a regional 
meltdown was possible. 

But I would say that it wasn’t really until probably the second 
quarter of 2007 when liquidity started drying up, and I understood 
what that meant to the portfolio, that I realized that we were in 
significant difficulty. The drying up of liquidity, not just because 
the bank itself might have difficulty funding itself, but more impor- 
tantly, the market for the mortgages which, if you think about 
Washington Mutual as a large manufacturer, a huge machine, the 
supply is very difficult to slow down and the market for the supply 
was drying up very quickly, and that resulted in all of the mort- 
gages that had previously been warehoused for sale having to go 
on the balance sheet. So what I foresaw was stress on capital and, 
of course, the whole implications of bringing all those mortgages 
onto the balance sheet. 

Senator Coburn. Mr. Vanasek. 

Mr. Vanasek. Senator, I would have answered the question 
somewhat differently. I realized by 2004 that the industry was in 
some degree of difficulty. Obviously, I didn’t know then and I didn’t 
foresee the magnitude of the difficulty. I didn’t see the broad-based 
failure in financial institutions to the degree that they subse- 
quently unfolded. But it was clear to me that the practices were 
fundamentally unsound, and it couldn’t go on forever. We had 
housing prices increasing much more rapidly than incomes and you 
knew that ultimately there was a limit to this. It just practically 
could not go on. So that was part of my 2004, in effect, urgent mes- 
sage to management that we needed to drop these practices and be- 
come more conservative at that point in time. 

Senator Coburn. And unfortunately, they did not heed that ad- 
vice. 
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Mr. Vanasek. Correct. 

Senator Coburn. In the viewpoint of packaging loans to be re- 
sold, what was the attitude inside WaMu in terms of — everybody 
knew they had a lot of poor loans. I mean, all this data we have 
collected. Yet WaMu was still packaging loans and the rating agen- 
cies were still giving them AAA — credit rating agencies. What was 
the attitude? You could package as much junk as you want and 
still get a AAA rating and move it out the door? What was the cul- 
ture that said we can keep doing this even though we know we are 
selling a product that is not worth the paper it is written on? 

Mr. Vanasek. I would suggest you need to address that question 
to Mr. Beck and Mr. Schneider, who were responsible on the credit 
side. We were not responsible for selecting mortgages that would 
go into pools. We had no part in that whatsoever. 

Senator Coburn. But you did see it happening? 

Mr. Vanasek. We did see large volumes of mortgage-backed se- 
curities being created 

Senator Coburn. Right. 

Mr. Vanasek [continuing]. And it was viewed as a profit center 
in the Washington Mutual Capital Corp. But I didn’t know or 
didn’t see that they were being selective in terms of what was 
going in versus what was not going in. 

Senator Coburn. All right. Mr. Cathcart, any comments on that? 

Mr. Cathcart. Well, I would agree that as a Chief Risk Officer, 
I didn’t participate in the selection process and had understood 
that these were almost pari passu type selections, in other words, 
randomly sampled portfolios, and if that isn’t the case, that would 
surprise me. I think there was a belief that the rating agencies, if 
the rating agencies were able to — and I wasn’t part of the process, 
but if the rating agencies were satisfied with the tranching of the 
securitization, then it would satisfy the market. But I would agree 
with Mr. Vanasek that the question is properly directed at the 
group that sold the portfolios. 

Senator Coburn. All right. Thank you. Thank you, Mr. Chair- 
man. I would ask unanimous consent for Senator Collins’ opening 
statement to be placed in the record. ^ 

Senator Levin. Thank you very much for that. It will be made 
part of the record. Senator Kaufman. 

Senator Kaufman. Thank you, Mr. Chairman, and thank you for 
holding this incredibly important hearing at an incredibly impor- 
tant time. 

Mr. Vanasek, you mentioned in your opening statement that you 
thought the repeal of Glass-Steagall was a big mistake. Could you 
kind of expand on why you thought that was a big mistake? 

Mr. Vanasek. Yes. I think when you create a situation like 
Washington Mutual Capital Corporation, you encourage the very 
question that just was asked of me. I also thought that perhaps the 
talent was not sufficiently available for all of the companies that 
suddenly started creating mortgage-backed securities and filling 
the marketplace. 


^The prepared statement of Senator Collins appears in the Appendix on page 132. 
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Senator Kaufman. And this may be above your pay grade. What 
would you think about reinstituting that in light of what hap- 
pened? 

Mr. Vanasek. I think certainly I am not an expert on Glass- 
Steagall, but I think certainly elements of it deserve to be consid- 
ered. 

Senator Kaufman. Thank you. You mentioned about FICO 
scores, and I understand you don’t do the individual mortgages and 
you are not familiar with the section in The Big Short where he 
talks about in horrifying detail, how FICO scores were just used. 

Mr. Vanasek. Yes. 

Senator Kaufman. Can you comment on how FICO scores were 
used at Washington Mutual? 

Mr. Vanasek. Yes. FICO scores were the best single indicators 
we had in terms of predicting default or successful underwriting. 
We moved more and more to FICO scores over time because of 
what was happening with conventional underwriting, where we 
would have in the past looked at either tax returns or pay stubs 
or other things we would have looked at, we would have had dif- 
ferent kinds of appraisals. They wouldn’t have been drive-by ap- 
praisals. It would have been full appraisals, and so forth. So in the 
absence of those more detailed forms of underwriting and analysis, 
we had relied more heavily on FICO. 

Senator Kaufman. And the barbelling you were talking about, do 
you think that went on? 

Mr. Vanasek. I am sure that it went on. It was evidenced thor- 
oughly in the book that certain packagers of mortgages did that 
and then the rating agencies would take and pool them and rate 
80 percent of them AAA, even though the individual mortgages 
were nowhere near AAA. 

Senator Kaufman. And do you think it went on at Washington 
Mutual? 

Mr. Vanasek. I can’t answer that. I don’t, again, know the selec- 
tion process that went into the pools. 

Senator Kaufman. Where that went on, how would you charac- 
terize that behavior? I mean, is that just kind of the rules of the 
road, let the buyer beware, caveat emptor? 

Mr. Vanasek. I think it was gaming the rating agencies. 

Senator Kaufman. Caming, meaning 

Mr. Vanasek. Meaning that they knew how the ratings agencies 
were putting these ratings on the pools and so long as that was the 
case, they didn’t see any problem with putting low FICO score 
mortgages in with high FICO score mortgages if they could still get 
the AAA rating. 

Senator Kaufman. But then you had to wrap these mortgages up 
and get them into mortgage-backed securities and sell them to peo- 
ple. I mean, was there any requirement that you disclose that you 
were using this technique to get around the rating agencies? 

Mr. Vanasek. I don’t believe there was. I believe the rating agen- 
cies — their job was to look at the distribution of FICO scores within 
those mortgages and I am not sure that they did it. 

Senator Kaufman. Yes, but I am just saying, now we get past 
them. They are doing it. We have gotten around them. We have fig- 
ured a way to get around them. But then we actually take the se- 
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curities with the rating agencies and we are giving them out to the 
people who are purchasing the mortgage-backed securities. Now, I 
think they would assume, not just because a rating agency said it, 
but it would seem to me that Washington Mutual kind of said that 
this was not being arranged in a deceptive way. 

Is that fair to — I mean, what is the responsibility to the people? 
OK, the rating agencies, we know they failed their responsibility. 
What is the responsibility to Washington Mutual when it sells 
mortgage-backed securities to disclose to the folks that buy them 
that this is how we go about business? I understand the rating 
agencies failed theirs. What about Washington Mutual’s responsi- 
bility? 

Mr. Vanasek. I think we had a responsibility to share with them 
the distribution of FICO scores and other characteristics of the 
mortgages in a full disclosure environment. 

Senator Kaufman. Mr. Cathcart, what do you think? 

Mr. Cathcart. I am not familiar with the disclosure rules sur- 
rounding the securitizations and didn’t participate in the selection 
or the disclosure. 

Senator Kaufman. All right. 

Mr. Cathcart. But I would like to pick up on something that 
Mr. Vanasek said concerning FICO scores. There were two things 
that happened with respect to FICO scores. There was definitely an 
overdependence on them, but under the surface, the bank had 
changed the way it originated. Banks changed the way they were 
originating loans, which I think is what Mr. Vanasek already said. 

But the second change was the customer behavior also changed 
and we had a phenomenon which we had never seen before, which 
was that a buyer who bought a house that ended up being so-called 
underwater, where the house was worth less than the mortgage, 
actually stopped making payments. We first saw this in 2006, and 
what resulted is when you looked at the delinquency rates for a 
population of borrowers, you found that the high FICO score bor- 
rowers were delinquent at exactly the same rate as the low FICO 
score borrowers, which in theory was impossible. So it had the 
whole industry scratching its head. That phenomenon appeared 
about Q4 of 2006. 

In retrospect, what became clear was that in the past, borrowers 
would have first let their credit cards go and the very last asset 
that they allowed to go delinquent was their home. This time 
around, it literally went in reverse, where it was deteriorating 
housing prices that caused the mortgage to go delinquent and the 
credit cards were preserved. And we actually saw that phenomenon 
in our credit card portfolio, where we found that people who didn’t 
own houses had performance that did not deteriorate in the earlier 
stages of the cycle, whereas people who owned homes deteriorated. 
And that was completely counterintuitive. 

So these sorts of changes, when you throw them into an environ- 
ment where there is an overdependence on FICO, results in really 
basically steering with the lights out. 

Senator Kaufman. Mr. Melby, do you have any comments on 
that, FICO scores? 

Mr. Melby. I have nothing more to add. 
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Senator Kaufman. And asking, Mr. Cathcart, in The Big Short, 
which we have all read, to our alarm, they said a FICO score in 
light of your comment that low FICO scores were being delinquent 
as high as higher, in his book, he says a FICO score of 550 was 
virtually certain to default and should never have been lent money 
in the first place. Is that an overstatement or is that really — when 
you say low and high, were you talking about, like, 550? 

Mr. Cathcart. Five-fifty is extremely low 

Senator Kaufman. Right. 

Mr. Cathcart [continuing]. And the only way to — that would 
definitely be subprime, probably deep subprime. There are ways to 
lend into that market that involve such techniques as calling the 
borrower the day before the loan is due, keeping track of them, al- 
most handling them by hand. 

Senator Kaufman. But what really was happening, what Michael 
Lewis says, is they were taking the 550s and throwing them in to 
get an average that passed the rating game, realizing that the 550s 
are going to fail and there wasn’t going to be anybody calling them 
on the phone and holding their hand, right? Is that fair to say? 

Mr. Cathcart. If the right collections and management proce- 
dures aren’t in place, that loan will default with high probability. 

Senator Kaufman. Right. If we did this in any other business 
and then sold it to somebody like we sold the mortgage-backed se- 
curities, that would be fraud. I mean, essentially, if you did this, 
if a car company did it, they got five cars, junkers and good ones, 
and put them together and sold them at the auction market, they 
would be called back and say, you can’t do that. Mr. Vanasek. 

Mr. Vanasek. I agree. 

Senator Kaufman. Mr. Vanasek, we have talked about the rating 
agencies and we have talked about the people inside WaMu. How 
would you characterize the behavior of the bank regulators during 
this whole period? And then, Mr. Cathcart, I am going to ask you 
when you took over for Mr. Vanasek how you would characterize 
the bank regulators. 

Mr. Vanasek. I am very pleased that you asked me that question 
because my opinion is that the OTS Examiner-in-Charge during 
the period of time in which I was involved — his name is Lawrence 
Carter — did an excellent job of finding and raising the issues. Like- 
wise, I found good performance from Steve Funaro, the FDIC Ex- 
aminer-in-Charge. They were both there the entire time that I was 
there. 

What I cannot explain is why the superiors in the agencies didn’t 
take a tougher tone with the banks given the degree of findings, 
negative findings. My experience with the OTS, versus with the 
OCC, was completely different. So there seemed to be a tolerance 
there or a political influence on senior management of those agen- 
cies that prevented them from taking a more active stance. By a 
more active stance, I mean putting the banks under letters of 
agreement and forcing change. 

Senator Kaufman. Mr. Cathcart. 

Mr. Cathcart. Well, I, like Mr. Vanasek, have actually operated 
in banks under three regulators, in Canada under the Office of the 
Supervisor of Financial Institutions, at Bank One under the OCC, 
and then at Washington Mutual under the OTS, and I would agree 
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that the approach that the OTS took was much more light-handed 
than I was used to. It seemed as if the regulator was prepared to 
allow the bank to work through its problems and had a higher de- 
gree of tolerance than I had expected with the other — than I had 
seen with the other two regulators. I would say the relationship 
was good, but in the case of Long Beach Mortgage, for example, in 
my experience, regulators would have closed that channel down if 
management hadn’t much earlier than the OTS was prepared to. 

Senator Kaufman. For both of you, wouldn’t one explanation be 
that the people at the very top as the agencies had a self-regu- 
latory attitude? As a matter of fact, the Securities and Exchange 
Commission, at the very top, Alan Greenspan, we should be self- 
regulating. I mean, as opposed to a political thing that somehow 
someone is getting a political deal because they know someone. I 
know that is way above your pay grade — which of those seem more 
compelling as an excuse for the fact? 

Mr. Cathcart. I wouldn’t characterize it as an excuse, but I 
would say that the OTS did believe in self-regulation. 

Senator Kaufman. Mr. Vanasek. 

Mr. Vanasek. I think you have to look at the fact that Wash- 
ington Mutual made up a substantial portion of the assets of the 
OTS and one wonders if the continuation of the agency would have 
existed had Washington Mutual failed. So I think they had a very 
strong mutual interest in the company succeeding. 

Senator Kaufman. Thank you. Mr. Cathcart, Mr. Vanasek talked 
about a stated income loan. Can you give us your definition of a 
stated income loan? 

Mr. Cathcart. A stated income loan is one where the loan con- 
sultant asks the person how much they make and they enter that 
onto the credit application. 

Senator Kaufman. And there is no further follow-up of that num- 
ber? 

Mr. Cathcart. Correct. 

Senator Kaufman. When was that developed? I guess it was dur- 
ing your period, Mr. Vanasek, is that right? 

Mr. Vanasek. It preceded me by some period of time, but it be- 
came a higher percentage of the loans over time as it became more 
market acceptable. 

Senator I^UFMAN. And Mr. Cathcart, why do you think stated 
income loans became a higher percentage of the loans that were 
being originated? 

Mr. Cathcart. Well, as Mr. Vanasek said, it originated as a 
product for self-employed individuals who didn’t have pay stubs 
and whose financial statements didn’t necessarily reflect what they 
made. It was intended to be available for only the most credit- 
worthy borrowers and it was supposed to be tested for reasonable- 
ness so that a person who said that they were a waiter or a lower- 
paid individual couldn’t say that they had an income of $100,000. 

I think that the standards eroded over time. At least I have be- 
come aware, reading all that has happened. 

Senator IC^ufman. Right. 

Mr. Cathcart. Standards eroded over time and that it became 
a competitive tool that was used by banks to gather business, so 
that if a loan consultant could send his loan to Bank A or Bank 
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B, the consultant would say, well, why don’t you go to Bank B? You 
don’t have to state your income. 

I do think, thinking it through, that there was a certain amount 
of coaxing that was possible between the loan consultant and the 
individual, which would be something which would be invisible to 
a bank that received the application and the only test for that 
would be reasonableness, which as you have heard there were some 
issues with in the portfolio. 

Senator Kaufman. Mr. Vanasek, how far up the management 
chain in Washington Mutual do you think they are aware that the 
percentage of stated loan incomes that people were engaging in, 
what Mr. Cathcart said, and that more and more this is becoming 
a way to get around the rules in order to package as many mort- 
gages as possible to then sell off in mortgage-backed securities? 

Mr. Vanasek. I have to believe that given the long-term experi- 
ence of the executives that they knew. 

Senator Kaufman. Mr. Cathcart. 

Mr. Cathcart. I would say that all of the review functions were 
identifying that as a risk issue and that, therefore, both senior 
management and the Board were aware. 

Senator Kaufman. Mr. Melby. 

Mr. Melby. I would agree. 

Senator Kaufman. What size mortgages could you get stated in- 
come on? Could it go on in any mortgage that Washington Mutual 
offered, do you know? 

Mr. Vanasek. I am not aware of any particular limit that ex- 
isted, but I could be incorrect. 

Mr. Cathcart. I do not recall the guidelines. I believe stated in- 
come was a carve-out of the entire population so there were certain 
prequalifications in place that would allow the offering of a stated 
income loan. But I do not have any details associated with that. 

Senator Kaufman. Mr. Vanasek, do you think when a stated in- 
come loan was resold, do you think the prospectus disclosed that, 
in fact, the loan was made without verification of a borrower’s in- 
come? 

Mr. Vanasek. Well, again, Mr. Beck would probably be the best 
source for that, but the indications were that it may have been in 
the prospectus. Whether anyone paid attention to all of the detail 
in the prospectus, I do not know. 

Senator Kaufman. Mr. Cathcart. 

Mr. Cathcart. I am not familiar with the offering memoranda, 
but I would say that stated income loans were a market standard 
of sorts, and it would not surprise me that buyers were aware that 
stated income loans were in the portfolio. 

Senator Kaufman. Mr. Melby, do you have anything to add on 
this? 

Mr. Melby. I have nothing to add. 

Senator Kaufman. Mr. Melby, do you think the line managers 
knew that loan originators were knowingly sponsoring mortgage 
applications that contained lies? 

Mr. Melby. I think the answer is yes. We had certainly picked 
that up in several of our investigation reports through discussions, 
through our independent investigation work. 
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Senator Kaufman. And do you think middle managers also knew 
that? 

Mr. Melby. That information was communicated via the results 
of that work. 

Senator Kaufman. And how about the top managers? 

Mr. Melby. The memos were also communicated upward. 

Senator Kaueman. Do you have any idea what the reaction was 
to that? 

Mr. Melby. Concerned. The specific investigation I am referring 
to goes back to — Senator Levin had referred to a request by an in- 
surance agency relative to fraud, and so we had conducted an in- 
vestigation back in — the report was issued in 2008. Those results 
were very telling from the standpoint that we had this pattern of 
conduct that had been occurring for a period of years where limited 
or no action had been taken. So a report was addressed again up 
through executive management and up through the board. 

Senator Kaueman. This sounds suspiciously like fraud. I mean, 
if you know that you are selling a product that is not truthful — 
I guess is this just caveat emptor, or is this something that could 
be considered, let us say, poor business practice? 

Mr. Melby. Concerning, to say the least, yes. 

Senator Kaufman. Mr. Cathcart. 

Mr. Cathcart. I cannot comment on that. 

Senator Kaufman. OK. Well, do you think that you are knowl- 
edgeable of the fact that there were people at the — the line man- 
agers knew that loan originators were knowingly sponsoring mort- 
gages that had untruths in it, did you know that? 

Mr. Cathcart. I probably cannot speak to line managers. I can 
speak to what Mr. Melby just referred to, which is the reports that 
went to senior management and the Board. 

Senator Kaufman. Right. And those did spell out what was going 
on in terms of 

Mr. Cathcart. They identified the problems that we have talked 
about and based on statistically representative samples taken from 
the origination factor. 

Senator Kaufman. Mr. Vanasek. 

Mr. Vanasek. Historically, Washington Mutual, in comparison to 
other banks that I worked for, was administratively weak, and it 
did not carry the same priority, in other organizations that I 
worked for. Randy and I both work for Norwest, any suspicion of 
fraud would have resulted in immediate terminations. 

Senator Kaueman. Yes, they are administratively weak. Do you 
think based on the presentation up here of how emphasis was 
made on subprime loans, how they are more profitable, do you real- 
ly think that if, in fact, the company had been losing money be- 
cause of administration that it would have been just as weak ad- 
ministratively? Do you think if they were reporting the fact that we 
were, not doing enough loans, do you think that would have been 
administered poorly? I mean, it is one thing to say it is adminis- 
tered poorly, it is another when it is an incredible advantage to 
you, to your compensation program, to everything you are doing, to 
continue to administer poorly. How much of that do you think 

Mr. Vanasek. Senator, in all due respect, I cannot speculate on 
the motivations of these senior managers. All I can say is it was 
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not addressed thoroughly and promptly in the fashion that I was 
accustomed to seeing. 

Senator Kaufman. Mr. Cathcart, do you have the same opinion, 
that it was not addressed in a timely manner based on the number 
of examples that were being reported to the top of the company, 
that there was, in fact, fraud going on at the lower levels on the 
origination forms? 

Mr. Cathcart. I would agree it was not responded to appro- 
priately, and I would also agree with Mr. Vanasek’s comment that 
Washington Mutual was unusual in the fact that it allowed these 
gaps to continue for as long as it did. 

Senator Kaufman. All right. Mr. Melby. 

Mr. Melby. I would agree with those comments. 

Senator Kaufman. I guess that is all the questions I have, Mr. 
Chairman. 

Senator Levin. Thank you very much. Senator Kaufman. 

Let me just pick up on that comment of yours, Mr. Melby, about 
the allegations going to the Board in 2008, allegations of fraud. 
This is Exhibit 24, ^ which I think you were referring to. We have 
seen the earlier reports showing extensive fraud in applications. 
We have seen that they were not acted upon, and now we have a 
report going to the Board on April 4, 2008. I think this is probably 
what you were referring to, Mr. Melby, when you said that the re- 
port on the subject of fraud went to the Board in 2008. Is that cor- 
rect? 

Mr. Melby. Yes, that is correct. 

Senator Levin. On page 3 of this memo. Exhibit 24, right there 
in the middle, it says that the “2005 and 2007 reviews found high 
levels of misrepresentation and suspected loan fraud for this [office] 
(62% of the 2007 sampled loans).” That was the same office, in 
other words — the events of 2007 were covered in the 2008 report 
that we are looking at. Those high fraud levels continued. This is 
the same office, again, that had 83 percent in the earlier audit, 
right? 

Mr. Melby. Correct. 

Senator Levin. Now, what was your reaction, Mr. Melby, to the 
fraud finding in this 2008 report that another investigation 2 years 
earlier had found similar results? 

Mr. Melby. Well, this was a series of questions that had been 
asked of me. This is the report and the work that we had done that 
simply pulled it all together. So the previous work done by the Risk 
Mitigation Group within Home Loans back in 2005, subsequent 
samples being tested in late 2005 all the way through 2007, it was 
clear there was a pattern of conduct with the same fraud findings 
were occurring which led us to certainly conclude that action had 
not been taken. 

Senator Levin. All right. Now, were you appalled, basically, 
when you found that action had not been taken during this period? 

Mr. Melby. I was deeply concerned to the point where there was 
no question that this had to be escalated up to the Audit Com- 
mittee. 


^See Exhibit No. 24, which appears in the Appendix on page 515. 
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Senator Levin. All right. What was the reaction now? You talked 
to senior managers, I believe Mr. Killinger, Mr. Rotella — is that 
correct? — about this. 

Mr. Melby. That is correct. 

Senator Levin. And what was their reaction? 

Mr. Melby. It has been a while. Certainly concerned, but I do 
not have an explanation for you as to a response as to why this 
was not addressed. Again, we reported the facts, and our job was 
to make certain that we had action on it this time going forward. 

Senator Levin. And when you talked to — I take it you talked 
with Mr. Schneider as well? 

Mr. Melby. On this report, yes. 

Senator Levin. What was his reaction? 

Mr. Melby. Mr. Schneider was certainly concerned with the 
issues. Mr. Schneider had some concerns with some of the accu- 
racy, I think, of some of the issues in the report. We vetted those 
issues and felt we had done a thorough job and stood by the results 
of our work. 

Senator Levin. So he disputed some of the facts. 

Mr. Melby. We did not sit down specifically and talk. I know Mr. 
Schneider had some concerns with some of the issues, but for the 
most part did not dispute the overall results of the report. 

Senator Levin. On page 2 of this exhibit, the second bullet point 
there, it says that Home Loans Risk Mitigation “generated alerts 
that identified patterns of fraudulent loan practices and provided 
remediation recommendations that were not acted upon by [Home 
Loans] Senior Management. Employee interviews conducted during 
this investigation consistently described an environment where pro- 
duction volume rather than quality and corporate stewardship 
were the incented focus.” 

Then if you go back again on page 3, if you look at that bullet 
point at the top of page 3 of that exhibit, it says there that, “Loan 
Producers were compensated for volume of loans closed and Loan 
Processors were compensated for speed of loan closing rather than 
a more balanced scorecard of timeliness and loan quality.” It says 
there that, “Employee interviews conducted during this investiga- 
tion consistently described an environment where production vol- 
ume rather than quality and corporate stewardship were the 
incented focus.” 

How did senior management, Mr. Melby, react to the finding that 
compensation incentives put loan speed and volume over loan qual- 
ity? 

Mr. Melby. I do not recollect a specific discussion around that 
other than we had concluded and made our conclusion just drawing 
on what we felt was a preponderance of evidence over the prior 2 
years based on other internal reports as well as our own interviews 
with employees. 

Senator Levin. Mr. Cathcart, what was your reaction to this 
2008 report? Were you surprised basically that nothing had been 
done following the 2005 investigation? 

Mr. Cathcart. I do not recall this report. It happened shortly be- 
fore I left. 

Senator Levin. All right. Appendix B in this report, near the top 
it says, “Outside of training sessions that Risk Mitigation con- 
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ducted in late 2005, there was little evidence that any of the rec- 
ommended strategies were followed or that recommendations were 
operationalized.” Do you see that? 

Mr. Melby. Yes. 

Senator Levin. OK. How does a bank that turns out loans of 
which 58 or 62 or 83 percent contain misrepresentations or fraudu- 
lent borrower information, how does a bank operate that way and 
expect that there is going to be any confidence in the loans that 
it is issuing? In other words, how does it claim to be a reliable in- 
stitution with these kind of numbers, Mr. Vanasek? 

Mr. Vanasek. Well, it is very difficult, obviously. If you will per- 
mit me. Senator, a short story. Earlier on in my career at the bank, 
I conducted three meetings with groups of underwriters in the 
mortgage area at three different locations, and I asked them one 
simple question: Can you make the decisions that you arrive at 
hold? And the answer was universally no, because the loans were 
always escalated up, so if they declined a loan, it was escalated to 
a higher level, a marketing manager who would ultimately ap- 
prove. That was part of the environment. 

Senator Levin. Basically they did not want to slow down loan 
production. 

Mr. Vanasek. Correct. 

Senator Levin. It was too profitable, and it would have gone to 
a competitor. Is that basically the problem? 

Mr. Vanasek. Correct. 

Senator Levin. And the other question that is raised, though, by 
this exhibit is whether or not investors who bought these loans 
needed to be notified of the fraud. And if you look at both the bot- 
tom of page 3 and the bottom of page 4, it raises the question, since 
there was such a significant amount of it in those particular areas, 
that the investors who bought them might need legally to be noti- 
fied. 

Mr. Vanasek. If the seller knows there is fraud, I think they are 
compelled to reveal it. 

Senator Levin. Now, the fraud problem is not limited to 
Montebello and Downey. Take a look at Exhibit 30, ^ if you all 
would. This is a WaMu document called “Significant Incident Noti- 
fication.” It is dated April 1, 2008, about loans that were issued in 
2007 by another WaMu retail loan office called Westlake Village, 
which is near Los Angeles. 

The first bullet point in Exhibit 30 says, “Many of the loans had 
several fraud findings such as fabricated asset statements, altered 
statements, income misrepresentation and one altered statement 
that is believed to have been used in two separate loans.” 

Third bullet point. “One Sales Associate admitted that during 
that crunch time some of the Associates” — some of the associates — 
“would ‘manufacture’ asset statements from previous loan docu- 
ments and submit them to the [Loan Fulfillment Center]. She said 
the pressure was tremendous from the LFC to get them the docs 
since the loan had already been funded and pressure from the Loan 
Consultants to get the loans funded.” 


^ See Exhibit No. 30, which appears in the Appendix on page 544. 
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The next bullet says that loan consultants “did not instruct them 
to falsify documentation and just told them to get the loans funded 
with whatever it took.” “Whatever it took.” 

Exhibit 31,1 yQ^ take a look at that. That memo summarizes 
the same investigation. It says that, “Sales Associates would take 
[asset] statements from other files and cut and paste the current 
borrower’s name and address.” 

Mr. Cathcart and Mr. Melby, were you informed about this inves- 
tigation at the Westlake Village office? Did you know about it, Mr. 
Cathcart? 

Mr. Cathcart. I was aware of it based on this correspondence, 
yes. 

Senator Levin. You were aware of it at the time? 

Mr. Cathcart. This email is me being informed of this. 

Senator Levin. All right. Mr. Melby. 

Mr. Melby. Yes, the Investigation Group reported to me, so I 
was aware. 

Senator Levin. Now, do you know if that loan officer was held 
accountable in any way? Do you have any knowledge of that? 

Mr. Melby. No, I do not. Senator, my understanding on this, we 
did a lot of investigation reports. It is my opinion — I think that this 
individual was terminated. 

Senator Levin. I think, though, that they were offered a job with- 
in the bank before they left. I think they left the bank ljut were 
offered jobs. Do you know if I am wrong on that? 

Mr. Melby. I am not aware of that. 

Senator Levin. OK. Now, banks that find out about high rates 
of fraud affecting their loans and then do not do anything about 
them is emblematic of how banks contributed to the financial cri- 
sis, putting short-term profits first, letting deep-seated problems 
responsible for poor loan quality fester, churning out and selling 
billions of dollars of defective-quality loans, and it all helped poison 
our financial system with toxic mortgages. 

I have some additional questions, but we have a 10-minute round 
on this one, so I will turn it back to Dr. Coburn and then come 
back for a third round. 

Senator Coburn. I have one serious question, and you can an- 
swer it one of two ways, one inside or one being outside. If you 
were an investor in Washington Mutual and you knew what was 
going on, would you consider that as being a material adverse risk 
factor from Washington Mutual? 

Mr. Vanasek. Yes 

Senator Coburn. Mr. Cathcart. 

Mr. Cathcart. When you say what was going on, I am 

Senator Coburn. Well, I am talking about the fraud, from 
Westlake to all these others, the idea that the incentive was paying 
people to get loans done whether they were qualified or not. No- 
body knows exactly what percentage of the portfolio of loans they 
were making were in that category, but it was a significant num- 
ber, everybody would agree. Would you consider that a material ad- 
verse condition for Washington Mutual? 


^See Exhibit No. 31, which appears in the Appendix on page 546. 
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Mr. Cathcart. I cannot really comment because it sounds like 
a technical term, and I am not 

Senator Coburn. Well, it is a very clear term. It is an SEC re- 
quirement that if, in fact, a company has a material adverse effect 
on it, it is required to report it. 

Mr. Cathcart. I probably would have to speak to the auditors 
of the company to define what a significant deficiency was. It 
sounds as if it would be a disclosable event. 

Senator Coburn. Well, think about it if you were a shareholder 
only, would you consider this to be a material adverse impact on 
your ownership? 

Mr. Cathcart. If I were a shareholder in a bank that I became 
aware had big problems of fraud in its origination process, I would 
not want to own the shares of that bank. 

Senator Coburn. That is right. You would want to be notified. 

Mr. Cathcart. Yes. 

Senator Coburn. All right. Mr. Melby. 

Mr. Melby. I would state it the same way. I would need a clearer 
definition of adverse material misstatement, but as a shareholder, 
obviously very concerning, and I would again, like Mr. Cathcart, 
probably would not own shares of that organization. 

Senator Coburn. Let me ask you a follow-up question, each of 
you, and this probably does not apply to Mr. Vanasek because he 
was not there at the time. Was senior management, upper-level 
management, aware of these problems, in your opinion? 

Mr. Cathcart. Yes, I would say senior management was aware. 

Senator Coburn. Mr. Melby. 

Mr. Melby. Yes. 

Senator Coburn. All right. Thank you. I have no other questions, 
Mr. Chairman. 

Senator Levin. Mr. Melby, take a look, if you would, at Exhibit 
34.1 ig a September 8, 2008, report from the Corporate Credit 
Review group. I think this review is not part of your audit team, 
but a copy of the report was sent to your staff, Debbie Dahl- 
Amundson. Is that correct? 

Mr. Melby. Debbie Dahl-Amundson. 

Senator Levin. She is on your staff? 

Mr. Melby. Yes. 

Senator Levin. She was on your staff. Now, this internal inves- 
tigation found that WaMu loans marked as containing fraudulent 
information were nonetheless being sold to investors. This is a very 
significant issue. 

Page 3, first bullet point. Here is what it says in that first bullet 
point near the top: “Of the 25 loans tested, 11 reflected a sale date 
after the completion of the investigation which confirmed fraud.” It 
goes on to say, “There is evidence that this control weakness has 
existed for some time.” First of all, that is a heck of a way of de- 
scribing selling securities which contain fraudulent mortgages as a 
control weakness, but we will let that euphemism stand there for 
a moment. The important part is that it existed for some time, this 
failure. 


^ See Exhibit No. 34, which appears in the Appendix on page 564. 
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Eleven of 25 loans tested reflected a sale date after completion 
of the investigation which confirmed fraud. 

Now, this is all serious business, but I have got to tell you, it 
gets doubly serious when you get into this area, after fraud is 
found, nonetheless a security containing that fraudulent mortgage 
is still put on the market. 

Now, the executive summary at the top of this report, which, ac- 
cording to its front page, went to Mr. Rotella and Mr. Schneider, 
as well as to you, Mr. Melby, this page 2 says the following: “The 
overall system of credit risk management activities and processes 
exhibits weakness and/or has deficiencies related to multiple busi- 
ness activities. Exposure is considerable and immediate corrective 
action is essential in order to limit or avoid considerable losses, 
reputation damage, or financial statement errors. Repeat findings, 
if any, are significant.” 

So it looks like to me that there was not sufficient interest at 
WaMu to fix the shoddy lending practices. As long as Wall Street 
had a big enough appetite for junk mortgages, WaMu would just 
dump defective loans into the pool of commerce and just hope that 
they would be diluted and that nobody would notice. 

Again, I do not know if you have a comment on this, but we 
would welcome it. First, Mr. Melby, do you have a comment on 
this? Do you remember receiving this? 

Mr. Melby. I do. I remember receiving the report, and, again, 
this was written by the Corporate Credit Review group. My only 
reaction would be to the first bullet regarding your comment ear- 
lier about the control weaknesses existed for some time. In my 
view, this is the same issue that has been reported not only by 
Risk Mitigation but, again, in our reports as well. 

Senator Levin. Mr. Cathcart, do you have any comment on this? 

Mr. Cathcart. Well, this report was obviously written 6 months 
after I left, but I can certainly understand the language. “Repeat 
findings, if any, are significant” is — and “requires improvement 
rating” is really the only tool that this team and risk management 
had to be able to bring senior management’s attention to these 
problems. 

Senator Levin. I have a number of questions that I will have to 
withhold asking because of the time issue here. But basically I 
would refer in terms of how this higher-risk lending strategy came 
into existence. Exhibit 2a, ^ which is a January 2005 presentation 
to the Finance Committee of the Board of Directors about the high- 
er-risk lending strategy. Page B1.2 says, “In order to generate more 
sustainable, consistent higher margins within Washington Mutual, 
the 2005 Strategic Plan calls for a shift in our mix of business, in- 
creasing our Credit Risk Tolerance while continuing to mitigate our 
Market and Operational Risk positions.” It then tasked the Cor- 
porate Credit Risk Management “to develop a framework for execu- 
tion of the strategy.” 

Mr. Vanasek, did you get necessary institutional support to effec- 
tively manage the credit risk that is inherent in a higher-risk lend- 
ing strategy such as that? Did you get institutional support to 
carry out this kind of a higher-risk strategy? 


^ See Exhibit No. 2a, which appears in the Appendix on page 229. 
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Mr. Vanasek. I would have to say no, Senator, in the sense that 
we wanted to impose strict limits in terms of the dollar amounts 
of various types of loans being made. We found that to be very dif- 
ficult to do. So there were continuing issues here about the strat- 
egy versus the opinion of the credit risk area. 

Senator Levin. Now, on page B1.4 of that Exhibit 2a, there is a 
definition of higher-risk lending. It says it consists of “Consumer 
Loans to Higher Risk Borrowers,” including subprime loans, single- 
family residential, and consumer loans to borrowers “with low cred- 
it scores at origination.” In the footnote, it says that means FICO 
scores under 660. 

Did WaMu, not just Long Beach but did WaMu issue loans to 
borrowers with FICO scores under 660? Do you know, Mr. 
Vanasek? 

Mr. Vanasek. Yes, they did, and again, that was a sort of thing 
you wish to limit highly. The only reason to do that would be to 
meet a CRA requirement. There was a debate in the industry. Sen- 
ator, about what constituted subprime. It used to be that anything 
below 660 was considered — a FICO score of 660 was considered 
subprime, and the industry seemed to adopt the 660 limit. So it 
was, again, evidence of the overall deterioration going on. 

Senator Levin. Now, we have put in these exhibits. Exhibit li.^ 
This is based on data on loan originations from WaMu’s Securities 
and Exchange filings from 2004 to 2008. What these numbers show 
is that in 2003, fixed mortgages, the traditional mortgages, make 
up about two-thirds of WaMu’s loan originations, and that percent- 
age shrank every year until 2007, when they accounted for only 
one-quarter of the loans that WaMu originated. Meanwhile, higher- 
risk mortgages, including Option ARMs, home equity, and sub- 
prime loans, increased from one-third of the mortgages in 2003 to 
three-quarters of the mortgages by 2007. 

Do those figures reflect the implementation of the strategy of 
moving to higher-risk loans, would you say? 

Mr. Vanasek. I would say, yes. 

Senator Levin. During these years, WaMu cut back on its loan 
originations overall, but while cutting back, it also changed the mix 
from lower- to higher-risk loans, as indicated in that strategy. Is 
that correct? 

Mr. Vanasek. Yes, correct. 

Senator Levin. I want to ask just another quick question about 
the Option ARM to both you, Mr. Vanasek and Mr. Cathcart, as 
risk managers. Did you have concerns about the Option ARM? 

Mr. Vanasek. Yes, we had concerns from the standpoint of the 
negative amortization that was accumulating and we had been re- 
assured that in the past, borrowers would negatively amortize dur- 
ing difficult times and then make up for lost payments in the good 
times. But the percentage and the potential percentage for negative 
amortization was very large, and, of course, the attendant payment 
shock was also very large, which was a concern to credit. 

Senator Levin. And Mr. Cathcart, did you have concerns? 

Mr. Cathcart. Well, I would say there was a lot of focus and 
concern on disclosure issues. In other words, ensuring that when 


^See Exhibit No. li, which appears in the Appendix on page 223. 
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the product was sold, that the customer understood the product, 
and a great deal of focus between the regulators and the bank took 
place on that front. 

As far as the structure of the product itself is concerned, the cri- 
teria associated with origination were supposed to be sufficiently 
strong, meaning the borrowers were supposed to be sufficiently 
strong that the negative amortization was not considered to be a 
key issue. Of course, I had concerns about it, because negative am- 
ortization is intuitively counter to what standard risk appetite 
would suggest, but I would say the portfolio had performed very 
well, and in retrospect, was overly dependent on the continued ap- 
preciation in house prices. 

Senator Levin. And when WaMu qualified a borrower for an Op- 
tion ARM loan, did the bank use the payment that the borrower 
would have to make at a recast or did they use a lower payment? 

Mr. Cathcart. It used the lower rate, Mr. Chairman. 

Senator Levin. All right. Would you agree with that, Mr. 
Vanasek? 

Mr. Vanasek. Yes. 

Senator Levin. Was there a high risk in doing that? 

Mr. Vanasek. Yes. 

Senator Levin. And is it true that, as shown in Exhibit 37, ^ page 
7 of that exhibit — at times, 95 percent of WaMu’s Option ARM bor- 
rowers were making minimum payments, which led to no or nega- 
tive amortization? Are you able to find that quickly? 

Mr. Vanasek. Yes, I found it, Mr. Chairman. 

Senator Levin. OK. Does that strike you as being accurate? 

Mr. Vanasek. Yes, it does. 

Senator Levin. Thank you. Dr. Coburn. 

Senator Coburn. I have one last question for Mr. Cathcart. If 
you will go to Exhibit 64, ^ this is the 2007 performance review for 
the Head Risk Manager of the Home Loans Division of WaMu and 
you are listed as one of the reviewers. Many banks try to isolate 
the risk managers from sales pressures. But at WaMu, the first 
performance goal for the Home Loans Risk Manager, which rep- 
resents 35 percent of the evaluation, is growth. Under growth, it 
is specified, achieve net income, $340 million. Sales targets are laid 
out. Home equity is $18 billion. Subprime is $32 billion. Option 
ARM is $33 billion. Alt A is $10 billion. 

The second performance goal is risk management, which is worth 
only 25 percent of the valuation, and I would remind you this is 
for the Head Risk Manager of the Home Loans Division. Am I 
reading this performance review correctly, that the Home Loans 
Risk Manager was instructed to put achieving net income growth 
targets above risk management, and did you agree with those per- 
formance goals? 

Mr. Cathcart. Yes, Senator, you are reading it correctly. No, I 
didn’t. 

Senator Coburn. OK. Was her compensation tied to the results 
of a performance review? 

Mr. Cathcart. Yes, it was. 


^See Exhibit No. 37, which appears in the Appendix on page 591. 
2 See Exhibit No. 64, which appears in the Appendix on page 750. 
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Senator Coburn. Does it strike you as strange that the perform- 
ance goals for the head of risk management is small risk manage- 
ment hut sales volume and profit? 

Mr. Cathcart. Yes, it does. 

Senator Coburn. All right. Thank you. I have no other questions. 

Senator Levin. Thank you. Senator Kaufman. 

Senator Kaufman. No questions. 

Senator Levin. Are you all set? We thank you all. It has heen 
a long panel, but the other ones will be equally long, if that gives 
you any comfort. We are going to try to work here. I am not sure 
whether we will take a break for lunch or not. We will have to kind 
of play that by ear. But you are all excused. Thank you. 

Mr. Cathcart. Thank you, Mr. Chairman. 

Senator Levin. We will now move to our second panel of wit- 
nesses, David Schneider, former President of Home Loans of Wash- 
ington Mutual Bank, and David Beck, former Division Head of 
Capital Markets of Washington Mutual Bank. 

First, let me extend our appreciation for both of you being with 
us today. We look forward to your testimony, and as I indicated to 
the previous panel and to all panels, all of the witnesses that tes- 
tify before this Subcommittee by our rules are required to be 
sworn. So at this time, I would ask you both please to stand and 
to raise your right hand. 

Do you swear that the testimony you are about to give to this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Schneider. I do. 

Mr. Beck. I do. 

Senator Levin. Thank you. We are going to again use the timing 
system, where one minute before the red light comes on, you will 
see lights change from green to yellow. It gives you an opportunity 
to conclude your remarks. Your full written testimony will be print- 
ed in the record in its entirety. Please limit your oral testimony to 
no more than 5 minutes. 

Mr. Schneider, please go first, followed by Mr. Beck, and then we 
will proceed to questions. Mr. Schneider. 

TESTIMONY OF DAVID SCHNEIDER,! FORMER PRESIDENT OF 
HOME LOANS, WASHINGTON MUTUAL BANK 

Mr. Schneider. Chairman Levin, Dr. Coburn, and Members of 
the Subcommittee, thank you for the opportunity to appear before 
you today. My name is David Schneider. 

Beginning in July 2005, I served as President of Washington 
Mutual’s Home Loan Business, which originated prime mortgage 
loans. In 2006, I was given the additional responsibility for Long 
Beach Mortgage Company, which was WaMu’s subprime lending 
channel. 

Before I arrived at WaMu, its management and Board had adopt- 
ed a lending strategy for the coming years. I understood that its 
strategy was intended, at least in part, to reduce WaMu’s exposure 
to market risk, that is, its exposure to interest rate changes. WaMu 
planned to do so by shifting the assets it held on its balance sheet 


^The prepared statement of Mr. Schneider appears in the Appendix on page 158. 
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away from market risk towards credit risk, for example, by holding 
more adjustable-rate mortgages. This strategy was called a higher- 
risk lending strategy and would have been implemented through 
the bank’s Asset and Liability Committee. ALCO made decisions on 
which loans to hold and which to sell based on the loans’ risk-re- 
turn profile and other relevant issues, including the type and geo- 
graphic location of the loans WaMu already had on its books. 

Although WaMu intended to change its business strategy, mar- 
ket conditions soon caused WaMu to go in another direction. As 
house prices peaked, the economy softened, and credit markets 
tightened, WaMu adopted increasingly conservative credit policies 
and moved away from loan products with greater credit risk. 
WaMu increased documentation requirements, raised minimum 
FICO scores, lowered LTV ratios, and curtailed underwriting ex- 
ceptions. My team also enhanced WaMu’s fraud detection pro- 
grams. 

During my time at WaMu, we reduced and then entirely stopped 
making Alt A loans and Option ARM loans. Alt A lending ended 
in 2007. Option ARM loans decreased by more than a half from 
2005 to 2006, and by another third from 2006 to 2007. WaMu 
stopped offering Option ARM loans altogether at the beginning of 
2008. 

When the subprime lending operation at Long Beach was placed 
under my supervision in 2006, I was asked to address the chal- 
lenges its business presented. During that year, I changed Long 
Beach management twice. As I became more familiar with Long 
Beach Mortgage, I concluded that its lending parameters should be 
tightened, so across various loan products we raised FICO scores, 
lowered LTV ratios, established maximum loan values, increased 
documentation requirements, improved programs to detect and pre- 
vent fraud, and in 2007 eliminated stated income lending. As a re- 
sult, the percentage of approved Long Beach loans that were based 
on full documentation increased every year I oversaw Long Beach, 
and the percentage of loans with combined LTV ratios greater than 
90 percent decreased every year over that same period. 

More broadly, WaMu eliminated many subprime products and 
then stopped originating subprime loans entirely. As a result, 
WaMu’s subprime lending declined by a third from 2005 to 2006 
and by 80 percent from 2006 to 2007. 

When I began my job at Washington Mutual, my goal was to 
evaluate and improve our home lending efforts in all respects. As 
market changes began to change, my team and I worked very hard 
to adapt to the new conditions and at the same time address the 
challenges WaMu faced. During the time I was President of Home 
Loans, we acted to reduce the size and associated risk of the Home 
Loans business. Specifically, we closed its broker and cor- 
respondent lending channels. We closed Long Beach Mortgage. We 
eliminated a number of higher-risk loan products and bolstered 
quality controls through tightening credit standards, improving the 
automated underwriting tools, enhancing fraud detection and pre- 
vention, and curtailing underwriting exceptions. 

I hope this brief summary has heen helpful and I look forward 
to your questions. Thank you. 

Senator Levin. Thank you very much, Mr. Schneider. Mr. Beck. 
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TESTIMONY OF DAVID BECK,i FORMER DIVISION HEAD OF 
CAPITAL MARKETS, WASHINGTON MUTUAL BANK 

Mr. Beck. Chairman Levin, Dr. Coburn, and Members of the 
Subcommittee, my name is David Beck. From April 2003 through 
September 2008, I worked at Washington Mutual Bank. In early 

2005, I received responsibility for the capital markets organization 
in Washington Mutual’s Home Loans Group. In the second half of 

2006, as part of Mr. Schneider’s changes to the management at 
Long Beach Mortgage, I was given responsibility for Long Beach’s 
capital markets organization. I will use these brief remarks to 
highlight a few aspects of WaMu’s capital markets organizations. 

WaMu Capital Corp. acted as an underwriter of securitization 
transactions generally involving Washington Mutual Mortgage Se- 
curities Corp or WaMu Asset Acceptance Corp. Generally, one of 
these two entities would sell loans into a securitization trust in ex- 
change for securities backed by the loans in question, and WaMu 
Capital Corp. would then underwrite the securities consistent with 
industry standards. 

As an underwriter, WaMu Capital Corp. sold mortgage-backed 
securities to a wide variety of institutional investors. The portfolio 
managers making the investment decision for these institutional 
investors typically had long-term hands-on experience creating, 
selling, or buying mortgage-backed securities. In addition, pur- 
chasers had extensive information regarding the loans WaMu sold, 
including the data on the performance of similar loans and the con- 
ditions in the housing market. 

WaMu also bought and sold home loans. WaMu Capital Corp. ne- 
gotiated the terms and helped to close the whole loan sales under- 
teken by whichever WaMu entity owned the loans. Typically, these 
were sales of WaMu-originated loans, although on occasion WaMu 
Capital Corp. did sell loans originated by third parties. 

Washington Mutual Mortgage Securities Corp. also operated a 
bulk loan conduit through which it purchased loans that were then 
pooled into securitization transactions. WaMu Capital Corp. would 
underwrite securitization transactions in the same manner, regard- 
less of whether the loans were originated by WaMu or a third 
party. 

Because WaMu’s capital markets organization was engaged in 
the secondary mortgage market, it had ready access to information 
regarding how the market priced loan products. Therefore my team 
helped determine the initial prices at which WaMu could offer 
loans by beginning with the applicable market prices for private or 
agency-backed mortgage securities and adding the various costs 
WaMu incurred in the origination, sale, and servicing of home 
loans. 

Your invitation asked specifically about the Repurchase and Re- 
covery Team. In general, purchasers of loans can, under certain cir- 
cumstances, demand that the seller repurchase a loan. While the 
circumstances in which a repurchase may be required are dictated 
by contractual and legal considerations, the repurchase process 
itself usually involves a give-and-take between buyer and seller. 
Buyers often take an expansive view when the seller is obligated 


^The prepared statement of Mr. Beck appears in the Appendix on page 163. 
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to repurchase a loan and sellers often disagree. Perhaps not sur- 
prisingly, these negotiations lead to outcomes that vary from loan 
to loan and transaction to transaction. Occasionally, it is the seller 
that identifies problems with a loan in the first instance and initi- 
ates the repurchase process without demand from the buyer. 

Toward the end of 2007, the WaMu group responsible for evalu- 
ating and responding to repurchase requests was placed under my 
direction. That group reviewed repurchase requests to determine if 
they presented valid grounds for repurchase of a loan at issue. 
When appropriate, the group also made repurchase demands to 
those financial institutions from which WaMu had acquired loans. 

The group, which came to be called the Repurchase and Recovery 
Team, also created a computer modeling process to identify loans 
which WaMu had sold that might present a repurchase obligation. 
When this process identified loans that presented a repurchase ob- 
ligation, the repurchase team would affirmatively approach buyers 
to notify them of that conclusion. In this way, WaMu took proactive 
action to address potential repurchase obligations. 

I hope that this very brief introduction has been helpful to the 
Subcommittee and I would be happy to answer any questions that 
you may have. Thank you. 

Senator Levin. Thank you very much, Mr. Beck. 

We will have rounds of 10 minutes this time, and we will have 
more than one round. 

Mr. Schneider, the gain on sale numbers for the various kinds 
of loans were based on WaMu’s own data. If you look at Exhibit 
3,1 which is an April 18, 2006, presentation that you put together 
for the WaMu Board of Directors about the high-risk lending strat- 
egy, you will see that on page 5 is a chart entitled, “Shift to High 
Margin Products.” On the left of that chart is information about 
the gain on sale which is produced by the higher-risk loans. We 
have enlarged that part of the chart so that you can see it better. 
It shows that WaMu earned about 19 basis points for a fixed loan, 
a traditional loan, while Option ARMs earned 109, home equity 
loans earned 113 basis points, and subprime loans earned 150 
basis points, about eight times more than the fixed loans. 

Is it fair to say that the gain on sale for the subprime loans was 
much higher than fixed loans because the bank was able to charge 
higher fees and interest rates? Is that basically the case? Mr. 
Schneider. 

Mr. Schneider. Thank you. Senator. If you look at the gain on 
sale, there are a number of factors that would have driven what 
would be the ultimate gain on sale. Fixed tended to have a fairly 
low gain on sale because it was a highly commoditized product that 
generally went to Fannie Mae and Freddie Mac. Subprime tended 
to have a large gain on sale. A, because of the additional credit risk 
that investors would demand from the product, and B, because it 
was probably less competitive than 

Senator Levin. Does that mean higher interest rates? 

Mr. Schneider. Yes, sir. 

Senator Levin. OK. And Option ARMs? 


^See Exhibit No. 3, which appears in the Appendix on page 278. 
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Mr. Schneider. Option ARMs would have higher gain on sale 
primarily because of the — it has relative to fixed. It had less com- 
petition. And most of the interest rate risk remained with the bor- 
rower. Therefore, for banks’ balance sheets and investors’ balance 
sheets, it was a more attractive asset to hold. 

Senator Levin. So that was a higher interest rate there, as well? 

Mr. Schneider. No, not necessarily. 

Senator Levin. Not on the Option ARMs? 

Mr. Schneider. No, sir. 

Senator Levin. OK. After it was recast, was it a higher interest 
rate then than it was on fixed? 

Mr. Schneider. It would depend on the rate environment, Mr. 
Chairman. 

Senator Levin. OK. Now, there was a big appetite for residential 
mortgages on Wall Street until September 2007, is that true? 

Mr. Schneider. Yes. It was around the summer of 2007 when 
volume — when securitization started to 

Senator Levin. Until then, there was a huge appetite, is that fair 
to say, for residential mortgages on Wall Street? 

Mr. Schneider. I would say the appetite was fairly significant. 
We started to see some diminishing appetite in late 2006 and the 
middle of 2007. 

Senator Levin. OK. What are daily rate sheets? 

Mr. Schneider. Daily rate sheets, Mr. Chairman, would be what 
we would post each day for the price of the mortgages we were of- 
fering on that particular day. 

Senator Levin. OK. Maybe I should ask Mr. Beck this question. 
So the daily rate sheets were basically put together by the Capital 
Markets Group, and these folks were where. New York or Seattle? 

Mr. Beck. The daily rate sheets were distributed from Seattle. 
The information that went into the rate sheets could have come 
from both New York and Seattle. 

Senator Levin. OK. Was Wall Street playing basically the big- 
gest role in setting the prices for the nonconforming loans across 
the country? 

Mr. Beck. For non-agency mortgages, the rate sheets relied on 
the execution from Wall Street, yes. 

Senator Levin. So basically, those 

Mr. Beck. As opposed to, say, Fannie or Freddie. 

Senator Levin. Right. 

Mr. Beck. Yes. 

Senator Levin. OK. Mr. Schneider, in your opening statement, 
your written statement, you described Long Beach as having chal- 
lenges that you were asked to address. What were they? 

Mr. Schneider. Senator, Mr. Chairman, when I first got to Long 
Beach, I also saw that audit report that Mr. Melby had put to- 
gether and we took over the next several months, implemented a 
number of steps to improve the way originations were operated. We 
put into place advanced fraud tools. I changed management twice, 
Mr. Chairman, and then over the course of time also eliminated a 
number of exceptions, eliminated some of the high-risk products 
and ultimately decided at the end, in the middle of 2007, that Long 
Beach was an operation that we should shut down. 
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Senator Levin. And the audit that you saw when you first got 
there, that 2006 audit, which is Exhibit 10, ^ was the reason, as I 
understand it, that you were asked to take responsibility for Long 
Beach, is that correct? 

Mr. Schneider. I actually took responsibility for Long Beach at 
the beginning of 2006 and one of the primary drivers was the in- 
crease in repurchase demands that Long Beach had experienced, 
and that was the first area that we looked at. 

Senator Levin. Then you saw the audit? 

Mr. Schneider. Correct. 

Senator Levin. Then you ordered a crackdown on early payment 
defaults at Long Beach, is that correct? 

Mr. Schneider. That is correct. 

Senator Levin. Then they surged again a year later when you 
wrote Exhibit 13, ^ a December 2006 email to your colleagues, 
“Short story is this is not good. ... we have a large potential risk 
from what appears to be a recent increase in repurchase requests. 
. . . We are all rapidly losing credibility as a management team.” 
That is Exhibit 13a. Does that sound familiar? 

Mr. Schneider. Yes, it does. 

Senator Levin. All right. Eight months later, in an August 20, 
2007 audit report — that is Exhibit 19 — here is what you said.^ “Re- 
peat Issue — Underwriting guidelines established to mitigate the 
risk of unsound underwriting decisions are not always followed 
. . . accurate reporting and tracking of exceptions to policy does 
not exist. . . .” Do you see that? 

Mr. Schneider. What page are you on, Mr. Chairman? 

Senator Levin. That is on page 3, repeat issue. Do you see that 
at the top? High risk. 

Mr. Schneider. Yes, I do. 

Senator Levin. “Repeat Issue — Underwriting guidelines estab- 
lished to mitigate the risk of unsound underwriting decisions are 
not always followed. . . .” Then it says that is high risk. The next 
one, high risk, “accurate reporting and tracking of exceptions to 
policy does not exist. . . .” So do you see that now? 

Mr. Schneider. I do. 

Senator Levin. All right. So Long Beach was continuing to issue 
poor quality loans, is that fair to say? 

Mr. Schneider. I think it is fair to say, Mr. Chairman, that the 
underwriting group and the audit group, as well as myself, were 
less than satisfied with the progress being made, which is the rea- 
son we ultimately decided to shut down the operation. 

Senator Levin. Yes. When did you finally shut it down and 
transfer it to WaMu? 

Mr. Schneider. It was shut down — when Long Beach was shut 
down, we stopped originating subprime mortgages through brokers, 
which was the business that Long Beach did. I think that was 
third quarter of 2007. 

Senator Levin. OK. Now, the vast majority of Long Beach mort- 
gages, your data shows about 95 percent were sold or securitized. 


^See Exhibit No. 10, which appears in the Appendix on page 408. 

2 See Exhibit No. 13a, which appears in the Appendix on page 418. 
^See Exhibit No. 19, which appears in the Appendix on page 462. 
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Exhibit lc,i if you will look at it, is based on WaMu data. The Long 
Beach Mortgage annual securitizations increased more than ten- 
fold, from $2.5 billion in the year 2000 to more than $29 billion in 
the year 2006. From 2000 to 2007, Long Beach and WaMu together 
securitized $77 billion in subprime mortgages, producing mortgage- 
backed securities. Now, those are the securitization numbers. This 
is WaMu’s own summary of its subprime securitizations as of June 
2008. 

So Long Beach and WaMu’s subprime securitizations doubled 
from 2005 to 2006, going from $14 to $29 billion. Long Beach at 
the same time was cutting back on loan originations during 2006, 
which means that WaMu was purchasing subprime loans from 
other lenders and mortgage brokers through its conduit and other 
channels. Is that right so far? Are you with me so far? 

Mr. Schneider. Yes, Senator. I think if you look at that chart 
up there, that shows securitizations. There were also a number of 
whole loan sales done in 2005. I am not sure of the exact numbers. 
And the other 

Senator Levin. Those are based on your numbers. Do you have 
any problem with the numbers you see there in terms of 
securitizations? 

Mr. Schneider. In terms of securitizations, I do not. 

Senator Levin. OK. Now, why were so many Long Beach mort- 
gages defaulted? Why were Long Beach securities consistently 
among the worst performing in the marketplace? 

Mr. Schneider. Senator, I don’t have that market data in front 
of me. 

Senator Levin. Well, but you know that they were consistently 
among the worst performing securities in the marketplace. Those 
mortgages which were made part of those securities, you know 
that. 

Mr. Schneider. If you look at the performance of Long Beach, 
I don’t think any of us were happy with the performance 

Senator Levin. No, not happy, but they were among the worst 
performing. Why is it true? Why was that true? 

Mr. Schneider. I think that is primarily true because Long 
Beach tended to originate higher credit risk assets than other 
subprime mortgage originators. 

Senator Levin. All right. Now, it stopped issuing the 
securitizations in 2003 while it worked on correcting the problems, 
is that correct? 

Mr. Schneider. I am sorry. I didn’t hear the question. 

Senator Levin. When WaMu discovered that Long Beach was 
issuing a large number of loans that violated its own credit policies, 
it stopped securitizations in 2003 to correct the problems, to give 
it a chance to correct the problems, is that correct? 

Mr. Schneider. That is my understanding. I wasn’t 

Senator Levin. Why weren’t securitizations halted in 2005, 2006, 
and 2007 when similar underwriting problems were uncovered? 
That is my question. 

Mr. Schneider. Senator, I wasn’t there in 2003. I don’t know 
what the 


^See Exhibit No. Ic, which appears in the Appendix on page 214. 
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Senator Levin. No, I am saying why wasn’t it stopped in 2005, 
2006, and 2007? 

Mr. Schneider. I think as we looked at the originations and the 
overall quality coming out, we felt that there was — we were given 
the right disclosures and that if loans proved to be fraudulent or 
have a problem, we would be buying them — we would buy them 
back out. 

Senator Levin. Dr. Coburn. 

Senator Coburn. Thank you. 

Would you put up the percentage chart on WaMu project origina- 
tions and purchases by percentage. ^ In fairness to your testimony 
in terms of the declining nature, however, this pie chart represents, 
in fact, the percentages of the originations of WaMu as a percent- 
age. Based on your testimony, what we see is something very dif- 
ferent, what actually happened versus what you said, because you 
can see that each year, fixed mortgages go down and non-con- 
forming loans still are increasing, versus your testimony that said 
that was not the case, that when you came on board, things started 
to change. 

So two questions for that. Did things change because you all 
made an active process to change, or was the market souring so 
much that you couldn’t market those loans? 

Mr. Schneider. If you look at the charts there, those are per- 
centages there and 

Senator Coburn. Right. They are percentages. 

Mr. Schneider [continuing]. The aggregate volumes went down 
significantly. Some of the items I focused on were subprime. I took 
over subprime in 2006. It was 16 percent of the volume at that 
time. By the time we got to 2007, it was 5 percent on a very small 
base. Option ARMs declined from 22 percent to 18 percent during 
the time I was there, and by the time we got to 2008, Option ARMs 
were zero. And then the other ARM product would be more conven- 
tional hybrid ARMs, so those would be loans that would be sold to 
Fannie Mae and Freddie Mac. 

Senator Coburn. Would you put up the WaMu origination and 
purchases by loan type, 2003 to 2007. So not only were the percent- 
ages declining, but the absolute dollars 

Mr. Schneider. Yes. 

Senator Coburn [continuing]. Were declining. And why was 
that? 

Mr. Schneider. As we addressed the Home Loans business from 
2005 until 2008, I think there was a general consensus that the 
size of the mortgage business was too large relative to the size of 
the bank. We wanted to help bring that size of the aggregate busi- 
ness down. We closed a number of sites, actually reduced the em- 
ployment level of Home Loans by probably 50 percent during that 
time. 

Senator Coburn. Mr. Chairman, I would like to add, Washington 
Mutual’s executive summary that was put forth, ^ and we will have 
it available as part of our Fannie Mae alliance and Freddie Mac 
business relationship proposal. And I am sorry you don’t have this 


^See Exhibit No. li, which appears in the Appendix on page 223. 
2 See Exhibit No. 34, which appears in the Appendix on page 564. 
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in front of you, but one of the things it said is the key to the pro- 
posal is it provides significant liquidity for Option ARM origi- 
nations, with more advantageous credit parameters, competitive G- 
fees, and preferred access to their balance sheet relative to our cur- 
rent agreement with Fannie. 

Between 2000 and 2008, Washington Mutual sold more than 
$500 billion in loans to Fannie Mae and Freddie Mac. How did that 
affect Washington Mutual’s bottom line? 

Mr. Schneider. Senator Coburn, I can only really speak to the 
time I was there in 2005 to 2008. We were going through some 
very difficult challenges. I think the home loans business was los- 
ing money for most of that time period and we were working ag- 
gressively to see if we could help remedy that. 

Senator Coburn. All right. How important was the relationship 
with Freddie Mac in the bank’s decision to Option ARMs? Would 
you have been optioning ARMs if Freddie Mac hadn’t been there? 

Mr. Schneider. Yes. Washington Mutual, Senator, had origi- 
nated Option ARMs for years. I think it provided another source 
of liquidity for the company to sell its Option ARMs by having 
Freddie Mac buy them. 

Senator Coburn. OK. So they were sold for years to Freddie 
Mac, right? Had Freddie Mac not been there, would there have 
been a market in the last 2 years that you were — the last 2 years 
before you wound this all down, outside of Freddie Mac? 

Mr. Schneider. There would have been. 

Senator Coburn. Would it have been as advantageous as the re- 
lationship with Freddie Mac? 

Mr. Schneider. I am not sure of the specific economics. 

Senator Coburn. Can you look at Exhibit 4,i the presentation, 
“Way2Go! Be Bold!” Are you familiar with this PowerPoint presen- 
tation? 

Mr. Schneider. I am. 

Senator Coburn. When and where did you give this presen- 
tation? 

Mr. Schneider. I don’t know the specifics. If I recall correctly, 
this presentation was given a number of times, so I would have 
given it to folks in staff functions. I would have given the presen- 
tetion to sales and operating functions, as well, so 

Senator Coburn. Anybody above you that you would have given 
it to? 

Mr. Schneider. I might have shown it to Mr. Rotella or Mr. 
Killinger. 

Senator Coburn. What did you intend be bold? 

Mr. Schneider. This was done in, I think, early 2007. We had 
gone through a very difficult time, and quite honestly, I was just 
trying to help improve the morale of the Home Loans business, 
which was feeling — I think everyone was feeling badly about what 
was happening. 

Senator Coburn. On the second page of the presentation, there 
is a slide of an organizational chart that has the caption, “We are 
all in sales.” Were you ever concerned that heavy emphasis on 
sales with no oversight risk management was problematic? 


^See Exhibit No. 4, which appears in the Appendix on page 290. 
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Mr. Schneider. Senator, this presentation was meant to be 
taken as a holistic view, and what I meant by we were all in sales 
was just my way of saying we all have to serve the customer. We 
all have to help the customer achieve their needs and help them 
in whatever way we can. So that means we all have a part in help- 
ing the customer. 

Senator Coburn. OK. In your testimony, you made a point of 
saying that the decision to make Long Beach a subsidiary of WaMu 
was made before you got there. Do you think that it was a mistake 
to bring Long Beach into WaMu? 

Mr. Schneider. Senator, I don’t know the specifics of why that 
decision was made or 

Senator Coburn. No, I didn’t ask you the specifics. I said, do you 
think it was a mistake to bring Long Beach into WaMu? Is that 
yes or no? 

Mr. Schneider. Yes. I would say no, because it was still a part 
of the holding company, so we had 

Senator Coburn. You had all the obligations 

Mr. Schneider [continuing]. All the obligations anyway. 

Senator Coburn. All right. 

Mr. Beck, were you made aware ever during your time at WMCC 
that the loans underlying WaMu Securities were having problems? 

Mr. Beck. I knew that we had underwriting problems, yes. 

Senator Coburn. Who were the most common customers for 
Washington Mutual’s mortgage-backed securities? 

Mr. Beck. Hedge funds, pension funds, insurance companies, cor- 
porations. 

Senator Coburn. OK. Do you believe that your customers had a 
full sense of what they were buying when they purchased these se- 
curities? 

Mr. Beck. I do. 

Senator Coburn. So you think they were aware of the risk? 

Mr. Beck. I do. 

Senator Coburn. OK. If you had to redo anything relating to 
securitizing mortgages, how would you do it differently? 

Mr. Beck. I would securitize mortgages with more full docu- 
mentation. I think the underlying documentation was an important 
aspect of the performance of the loans. 

Senator Coburn. All right. Were you aware as you securitized 
these loans of the significant problems in the credit risk side of the 
business in terms of what they were seeing in terms of loan origi- 
nations? 

Mr. Beck. No, I was not with respect to some of the audit reports 
that were referred to in the first testimonies. 

Senator Coburn. Did it surprise you, that up to 82 percent in 
certain offices were for unqualified, undocumented loans? 

Mr. Beck. Those are high numbers, but as I looked at that docu- 
ment, I did see that those were taken from an adverse sample from 
that loan origination center. So those loans had already been iden- 
tified as risky. They were either first payment or early payment de- 
faults, and of those first payment and early payment defaults, I 
would expect that there would be a high percentage of problems. 
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Senator Coburn. OK. You have said under Exhibit 50 that Long 
Beach paper was the “worst performing paper” in 2006. ^ How were 
you made aware of these problems? 

Mr. Beck. Just give me a moment to get to that, Dr. Coburn. 

Dr. Coburn, this is an email that I wrote from an investor con- 
ference. The Long Beach relative performance was discussed re- 
peatedly with investors at the conference, so I would have been 
made aware of their relative performance, as you say, talking to 
people in the market. 

Senator Coburn. OK. Did you continue selling similar Long 
Beach paper even after making that comment? 

Mr. Beck. Yes, we did. 

Senator Coburn. OK. Did you alter your securitization practices 
based on that knowledge? 

Mr. Beck. I cannot recall that we did. Dr. Coburn. 

Senator Coburn. I asked the other panel, and Mr. Vanasek and 
Mr. Cathcart said investors should know about fraud problems. I 
also asked if they were owners, should they. There is also an SEC 
requirement that requires notification of any material adverse fac- 
tor. Were you aware of the nature and depth of the problems with 
the significant number of loans that were originated that either did 
not qualify, had false documentation, or had no documentation? 

Mr. Beck. I was not aware of the specific documents that you 
referenced earlier. No, I was not. 

Senator Coburn. So you were seeing the end results of what had 
come through, and you were packaging it and selling it. And after 
you received the information that its performance was poor, did 
you inquire to say why is our paper performing more poorly than 
others? 

Mr. Beck. Yes, we did a couple of things. Dr. Coburn. In the 
course of our securitization before the loans are pooled, there are 
post-closing reviews, many of which you have seen in this docu- 
mentation that are done by Origination, and their intent is to iden- 
tify and remove loans from the pool or that will come to me and 
my team that have underwriting defects. 

After we receive the salable loans, an underwriting due diligence 
process is undertaken where a statistically significant sample of 
the loans is taken, both adverse as well as random, to try to iden- 
tify any further underwriting defects and have those loans removed 
from the pool so that when we come to the process of securitization, 
the loans are all performing, they are current, and loans with un- 
derwriting defects should have been removed. 

Now, as you know, and as we have seen, some loans with fraud 
and with underwriting defects do slip through. That happens. And 
it is not a good thing for us ever. We have an operational and 
reputational problem, and we have a big financial problem, as we 
have talked about, in terms of repurchase liability. Each trans- 
action, though, does have a warrant on it, and the investors can 
ask us to repurchase the loans. 

Senator Coburn. All right. So your ability to sell into the future 
is dependent on the quality of the product that you are selling 
today? 


^See Exhibit No. 50, which appears in the Appendix on page 670. 
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Mr. Beck. Yes, it is. 

Senator Coburn. OK. I will yield back. 

Senator Levin. Thank you. Senator Kaufman. 

Senator Kaufman. Mr. Beck, what is a stated income loan? 

Mr. Beck. As Mr. Cathcart said, the borrower does not document 
their income on the application. 

Senator Kaufman. And why was that developed? It seems a little 
unusual, doesn’t it? 

Mr. Beck. Stated income loans were developed for customers 
that did not get a W-2, generally, were self-employed. 

Senator Kaufman. Mr. Schneider, why was that developed? Why 
did it go heyond that? It clearly went beyond that, right? 

Mr. Schneider. Yes, it did. Senator. I think what happened in 
the industry is, if you looked at performance of mortgage loans, 
what tended to drive, what was the dominant driver of perform- 
ance was the FICO score and the LTV. And income was not, at 
least in the older vintages — 2005 to 2006 — a material driver of per- 
formance. I think as we got into 2006 we saw some of those 
changes, and that is where the industry started to tighten stand- 
ards and require additional documentation. 

Senator Kaufman. Can you think of another place you can go 
and get a loan without disclosing your income? 

Mr. Schneider. The income was disclosed 

Senator Kaufman. No, excuse me. Where people would just take 
your word. I mean, it just seems such a foreign concept to me that 
you could go into anyone and borrow money and they said, “What 
is your income? Can you document it?” and you say, “Well, I am 
just going to tell you what it is,” and we are off to the races. 

Mr. Schneider. No, Senator. 

Senator Kaufman. OK. What size mortgages were stated income 
loans used for WaMu? 

Mr. Schneider. I do not recall any specific limit on the size. 

Senator Kaufman. So basically any mortgages you sold could be 
stated income loans. 

Mr. Schneider. Could have heen. 

Senator Kaufman. When a stated income loan was resold, did 
the prospectus disclose that the loan was made without verification 
of borrower income? 

Mr. Beck. The documentation type is disclosed. 

Senator Kaufman. So, in other words, if I picked up a prospectus 
and actually went through the whole thing on the mortgage-backed 
securities, it would say these loans are based on stated income? 

Mr. Beck. That would he in the prospectus supplement, and in 
terms of disclosures. Senator, it is important to recognize that is 
not the limit — the prospectus, that is — of the information that an 
investor would have. They have access to the loan tape which had 
each loan and its risk characteristics on it. As we have talked 
about, they had rating agency feedback, and they knew all the his- 
torical performance of the shelf from which we had heen selling. So 
they had a significant amount of information heyond the prospectus 
supplement. 

Senator Kaufman. Do you have reason to believe that specific 
borrowers were lying about their income in these products, Mr. 
Schneider? 
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Mr. Schneider. As we looked at the performance of loans and 
saw early payment defaults, we did see instances of where bor- 
rowers were lying about their income. 

Senator Kaufman. Did everyone in the management at WaMu 
know that, do you think? 

Mr. Schneider. I cannot speak for everybody. 

Senator Kaufman. The top management at WaMu, do you think 
were aware of the fact that there was a problem that some stated 
income was not accurate? 

Mr. Schneider. I would presume so. 

Senator Kaufman. At what point did you kind of get worried 
about this? I mean, stated income, it just seems like so difficult to 
understand. I have a hard time dealing with the stated income con- 
cept. But then I have a more difficult time as things go on and 
these things are growing and the more indications you are getting, 
the stated income is not working. Was there any concern expressed 
by top management about this? 

Mr. Schneider. Senator, I think we were all very concerned 
about it. We tightened credit standards in our subprime space sig- 
nificantly in 2006 when we started to see the challenges, and then 
we tightened credit standards in our prime space, in our Option 
ARM book, and on, frankly, all lending types throughout 2007 as 
we experienced challenges with the performance. 

Senator Kaufman. Did you have any reason to believe that 
WaMu’s internal controls were insufficient to deter fraud in these 
products? 

Mr. Schneider. Senator, I think over the course of the 2V2 years 
I was there, I think we made improvements. I do not think we 
were ever fully satisfied that all of the improvements were in place, 
and we continued to work on it. 

Senator Kaufman. Mr. Beck, did you inform prospective inves- 
tors that you were concerned about the internal fraud in the orga- 
nization? 

Mr. Beck. We informed investors. Senator, of the risk character- 
istics of the loans, and as I said in my previous testimony, we had 
internal processes in place to remove loans that had identified 
fraud before we sold them. 

Having said that, some fraudulent loans do slip through, some 
loans with underwriting defects, and the investor had the oppor- 
tunity to put those loans back to us. 

Senator Kaufman. Mr. Schneider, did you ever — I think you said 
you decided to stop stated income loans. 

Mr. Schneider. Correct. 

Senator Kaufman. And when did you do that? 

Mr. Schneider. It would have been late 2006, early 2007. 

Senator Kaufman. And why did you do that? 

Mr. Schneider. We were not satisfied with the performance. 

Senator Kaufman. So you just eliminated all of them. You did 
not go back and just eliminate some of them. You just said from 
now on, WaMu will not accept stated income loans. 

Mr. Schneider. On a prospective basis, yes. 

Senator Kaufman. And at that point, what percentage did you 
think of those stated income loans were not accurate? 

Mr. Schneider. I am not sure. 
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Senator Kaufman. But it had to be a preponderance, right, for 
you to totally eliminate stated income loans as opposed to just say- 
ing — I mean, if it was 10 percent, you clearly would not eliminate 
all stated income. You would try to put in tighter internal controls 
to identify those 10 percent or 15 percent or 20 percent. I would 
assume it would have to be a big number to just say we are not 
going to do this anymore. 

Mr. Schneider. Well, our expectations around delinquency were 
low single-digit numbers, so if delinquencies did get to a 10-percent 
number on a particular product, we would probably stop it. That 
was too high for us even at that level. 

Senator Kaufman. OK. And you said you closed Long Beach? 

Mr. Schneider. Yes, sir. 

Senator Kaufman. And why did you do that? 

Mr. Schneider. As we got into 2007, three or four things hap- 
pened. The subprime market was increasingly challenged. We saw 
signs that home prices were starting to deteriorate. Long Beach, as 
I showed you on the numbers earlier, as a percentage of our busi- 
ness was relatively small, actually very small as a percentage of 
our business, and it simply was not worth the management atten- 
tion required at that point. 

Senator Kaufman. But you have been getting reports — and I 
know you just came in 2005, right? You are getting reports, I mean 
just terrible things are going on down at Long Beach. I mean, 
based on the previous panel and just what you have said, it was 
such a small portion of the business, and there was so much prob- 
lem with that area, I just wonder why you waited until 2007 to 
close it down? 

Mr. Schneider. It was a course of around — my initial charge 
was to go in there and see if I can fix it. We tried as hard as we 
could and ultimately decided to shut it down. 

Senator Kaufman. OK. How would you characterize WaMu’s re- 
lationship with its regulators, OTS especially? 

Mr. Schneider. We had a positive working relationship with the 
OTS, met with them on a quarterly basis. I probably met with the 
individual regulators monthly. 

Senator Kaufman. And Mr. Vanasek and Mr. Cathcart both tes- 
tified that while the line regulators were diligent, the leadership 
did not support their conclusions. Did you find that, or was that 
something you just did not deal with? 

Mr. Schneider. Senator, that would not be something I would be 
involved in. 

Senator Kaufman. How did WaMu use FICO scores? 

Mr. Schneider. Senator, FICO scores would be one attribute of 
the loan decision, so we would have FICO score criteria as well as 
LTV, documentation, etc. 

Senator Kaufman. And are they a good indicator, in your opin- 
ion, of creditworthiness? 

Mr. Schneider. Yes, they are. 

Senator Kaufman. And they are a pretty accurate indicator of 
salability into the after-market, do you think? 

Mr. Schneider. I think it is the best measurement that is avail- 
able that gives investors an opportunity to understand one loan 
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versus the other, the characteristics of that borrower’s creditworthi- 
ness. 

Senator Kaufman. Mr. Beck, is that your opinion, too? 

Mr. Beck. My opinion on FICO is that it is one of many risks 
that are evaluated. LTV is important. Documentation type we have 
talked a lot about; owner occupied/non-owner occupied; geography; 
we talked about California risk. So there are a variety of risks that 
are important in evaluating the expected losses on a loan. 

Senator Kaufman. We talked earlier about Mr. Lewis’ book “The 
Big Short.” In that he said that there were loans with borrowers 
who had scores in the 550 range, FICO scores. Did WaMu have 
mortgages that they securitized in the 550 range, would you say? 

Mr. Beck. I cannot recall for sure, but we may have had FICOs 
under 600. And under 600 would be low. 

Senator Kaufman. And so would you agree with Michael Lewis 
in his book that those kind of loans were virtually certain to de- 
fault, 550? 

Mr. Beck. I would agree with Michael Lewis that they had much 
higher expected credit losses than a borrower that has a 750 FICO. 

Senator Kaufman. Both Mr. Cathcart and Mr. Vanasek said that 
in order for 550 to even survive, you would have to have kind of 
hands-on management day to day with the borrower. Did that go 
on, to either one of your knowledge, at WaMu? 

Mr. Schneider. Yes, Senator. For our subprime servicing, we put 
them in a higher-risk servicing protocol, which meant we called 
them earlier and more often and worked more closely with those 
borrowers. 

Senator Kaufman. What is the concept of a skinny file? Are you 
familiar with the term “skinny file” with regard to FICO? 

Mr. Schneider. I am not. Senator. 

Senator Kaufman. OK. That is the policy that said that a skinny 
file is a good file. In fact, there is a quote from the Seattle Times 
article, WaMu employee recalled the big saying was that a skinny 
file was a good file. What is a skinny file and why is a skinny file 
a good file? But you did not have any indication of that, Mr. 
Schneider. Mr. Beck, a skinny file, you have no knowledge of that? 

Did you feel any pressure from Wall Street in terms of gener- 
ating more mortgage-backed securities in addition to the fact it was 
profitable, clearly, but did you get a feeling that this was some- 
thing that was very competitive and something you should be into? 

Mr. Schneider. Senator, that was not a driver of our activities. 
I mean, if you look at the results of the mortgage business at 
Washington Mutual for the time I was there, we did nothing but 
lower volume and systematically shut down the business. 

Senator Kaufman. How would you characterize, just off the top 
of your head — I mean, it sounds to me that we heard a whole 
bunch of horror stories this morning, and this book is full of horror 
stories. I admit a lot of them happened before you came. When you 
showed up at WaMu and you took a look at what was going on — 
you were assigned to look after Long Beach and the rest of that. 
What went through your mind? Was it like. Wow, this is really a 
challenge, or this is a serious challenge? I mean, what were you 
thinking? How unusual did you find the situation there. It sounds 
very unusual to me. 
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Mr. Schneider. Senator, it was a very big challenge. I spent a 
lot of time trying to make Long Beach as successful as possible. I 
tried management changes. We changed products. So it was a sig- 
nificant challenge. 

Senator Kaufman. Great. Thank you very much. 

Senator Levin. Thanks, Senator Kaufman. 

First on the numbers of originations and securitizations, you tes- 
tified that the Option ARM lending decreased by more than 50 per- 
cent from 2005 to 2006. What you, of course, leave out is that your 
Option ARM lending in 2006 was still significantly higher than it 
was in 2003. And you also do not mention that the major reduction 
that you will see in originations occurred on your fixed traditional 
loans. That is what caused the major drop from 2003. From that 
point on, there was a slightly different story with different mort- 
gages, but the major drop which you and others from WaMu refer 
to came in the fixed, 30-year loans, and that drop took place when 
you decided to engage in a higher-risk strategy. So you got less 
origination and purchases of your traditional loans, your lower-risk 
loans, and you instead engaged, starting in 2004, in this higher- 
risk strategy, and we saw what the outcome of it was. 

But in terms of Option ARMs — and we will put this in the 
record — according to your SEC filings. Option ARMs were $30.1 bil- 
lion in 2003, went up to $67 billion in 2004, went up to $63 billion 
from the 2003 level in 2005, and still was above the 2003 level in 
2006. Fixed loans went from $263 billion in 2003, dramatically 
down in 2004 to $77 billion, then $78 billion, then $47 billion. So 
the real explanation here for this shift that you make big reference 
to has to do with the dropping of the fixed loans, securitizations 
and originations. The increase in the Option ARMs was pretty 
steady through 2006. Although it dropped, as you point out, from 
2005 to 2006, still it was above the 2003 level. 

I want to talk to you about Exhibit 50, Mr. Beck.i This is a No- 
vember 2006 memo that has been made reference to about Long 
Beach paper being among the worst performing paper in the mar- 
ket. This was in November 2006. And then the Comptroller of the 
Currency, the OCC, did an analysis on the highest rates of fore- 
closure in 2008, and this is in Exhibit 58, ^ and it showed Long 
Beach being in the top ten in nine out of ten metro areas. 

Were you aware of these findings of the OCC? 

Mr. Beck. No, I was not. 

Senator Levin. Should you have been made aware of them? 

Mr. Beck. Mr. Chairman, I am not familiar at all with this docu- 
ment. This is from the OCC? 

Senator Levin. Yes. I am asking, should you have been aware of 
the OCC findings, given your position, should 

Mr. Beck. I was not aware of this particular report 

Senator Levin. No, I am not talking about the report. I am say- 
ing should you have been familiar with their findings. That is all. 

Mr. Beck. I cannot say. 

Senator Levin. Take a look at Exhibit 22a now,^ if you would. 
This is a November 2005 internal WaMu memo called “So. CA 


^See Exhibit No. 50, which appears in the Appendix on page 670. 

2 See Exhibit No. 58, which appears in the Appendix on page 698. 

^ See Exhibit No. 22a, which appears in the Appendix on page 509. 
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[Southern California] Emerging Markets Targeted Loan Review Re- 
sults.” It describes a year-long internal investigation into suspected 
fraud affecting loans issued from your two processing centers, 
Montebello and Downey. You heard in the prior panel that it laid 
out an extensive level of loan fraud. Forty-two percent of the loans 
reviewed contained suspect activity or fraud, virtually all of it at- 
tributable to some sort of employee malfeasance. And then in Ex- 
hibits 22b and 23b, ^ there is additional detail about the investiga- 
tion, including the percentage of loans containing fraudulent infor- 
mation at the Montebello office at 83 percent, the percentage in the 
Downey office 58 percent. 

Now, were you aware at the time of those findings? 

Mr. Beck. No, I was not. I am not copied on this. 

Senator Levin. Should you have been? 

Mr. Beck. I was aware that there was fraud, as I said earlier, 
and I was aware that certain loans had underwriting defects. And 
as part of the post-closing review that Origination was conducting, 
I understood that loans with identified fraud or underwriting de- 
fects would have been removed from the pool of loans that I was 
going to be securitizing. 

Senator Levin. You thought they were going to be removed? 

Mr. Beck. Yes, that is what I believed. 

Senator Levin. And did you check to see if that was true? 

Mr. Beck. What we did subsequent to that, Mr. Chairman, is to 
do a due diligence review separate and distinct by the underwriter, 
WCC, or 

Senator Levin. Did you check to see whether they were removed 
before you put those securities on the market? 

Mr. Beck. No, I did not. 

Senator Levin. Purchasers of these securities are relying on you 
as an underwriter to provide truthful information. You had evi- 
dence of the fraud. You knew of it. You had heard of it. And yet 
you did not check to see whether or not that the fraud-tainted 
mortgages were removed from the security. Wasn’t that your job or 
part of your job? 

Mr. Beck. I understood that there was fraud. 

Senator Levin. Shouldn’t you have checked to make sure that 
the fraudulent, tainted mortgages were not part of those securities 
before you peddled them? Isn’t that part of your job? 

Mr. Beck. No, it is not. The important aspect of this — and I take 
your point — it is important to not sell loans that are defective. 
However, the post-closing review is conducted by the origination 
channel, conducted by Credit in the origination channel. 

Senator Levin. Who is that specifically? 

Mr. Beck. The post-closing review would be conducted by the Op- 
erations Department within the origination channel with the help 
of Credit. 

Senator Levin. Give me the names of the people in charge. 

Mr. Beck. Well, I would point you to the prior panel, ultimately. 

Senator Levin. All right. So it was their job to check to make 
sure that the mortgages that they and you knew were tainted were 
not part of securities. 


^See Exhibits No. 22b and 23b, which appear in the Appendix on pages 497 and 511. 
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Mr. Beck. Yes, that the process in place was removing loans that 
were defective. 

Senator Levin. And it was not your joh, it was their job, the pre- 
vious panel’s job? 

Mr. Beck. I had a separate responsibility to conduct under- 
writers’ due diligence, which we did. 

Senator Levin. All right. And you never asked to see if they were 
removed? 

Mr. Beck. I did not. 

Senator Levin. Mr. Schneider, take a look at Exhibit 24, ^ if you 
would. Fraud problems resurfacing with a gusto in early 2008. This 
is an April 4 memo from the WaMu Corporate Fraud Investigation 
and Audit Section. It says that one of the mortgage insurers re- 
fused to insure any more loans issued by the loan officer from the 
Montebello loan office. That was the same loan officer who was in- 
vestigated in 2005. It describes the earlier 2005 investigation, and 
states that virtually no actions were taken in response to it. It says 
that another review of loans issued by the Montebello office in 
2007 — and this is what is now reported in this April 2008 audit — 
found that 62 percent contained fraudulent information. 

Were you aware of this audit? 

Mr. Schneider. Yes, I was, Mr. Chairman. 

Senator Levin. All right. What did you do? 

Mr. Schneider. This audit was actually conducted by the Legal 
and HR group. I was aware of it, but they were conducting it. 
Whenever I found out about cases of fraud, I asked that an inves- 
tigation happen. We had no interest in fraud, no interest in our 
originators perpetrating the fraud. 

Senator Levin. Yet it continued to happen year after year after 
year, and you are selling the securities that those fraudulent mort- 
gages are included in. Now, what action did you insist upon? You 
are out there selling these securities. 

Mr. Schneider. In the cases where we found fraud in loans, we 
would buy those loans back. 

Senator Levin. It is not where you found it. It is where people 
complained about it. But when you saw that audit, in April, you 
saw the continuation of fraud year after year, it said the 2005 
fraud continued, it said in 2007 the fraud continued. You are out 
there selling securities. Do you not have a responsibility to take 
steps to make sure that fraud ends so you are not just looking back 
after someone finds out after the security is sold, but that you take 
actions to prevent those securities from being sold? Isn’t that your 
responsibility? 

Mr. Schneider. It is my responsibility to handle fraud. 

Senator Levin. And what actions did you take when this April 
4, 2008, memo came to your attention? 

Mr. Schneider. We terminated the people who admitted to com- 
mitting that fraud. 

Senator Levin. Did you offer them jobs? 

Mr. Schneider. No, I did not. 

Senator Levin. Did the company offer them jobs? 

Mr. Schneider. To the people we terminated? 


^See Exhibit No. 24, which appears in the Appendix on page 515. 
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Senator Levin. Yes. 

Mr. Schneider. We did not. 

Senator Levin. OK. And did you go after the securities that in- 
cluded the fraudulent mortgages to notify the people that there 
may be fraud in those securities? Did you take that initiative? 

Mr. Schneider. That initiative was taken by the Legal Depart- 
ment, which was best able to address the situation. 

Senator Levin. Do you know that they took the initiative to no- 
tify people, or are you saying it would have been taken by them? 

Mr. Schneider. It was my understanding they were going to 
look at it and make the determination. 

Senator Levin. As to whether or as to 

Mr. Schneider. Whatever determination was appropriate. 

Senator Levin. Did you find out whether they did it? 

Mr. Schneider. I did not. 

Senator Levin. You are out there selling these securities. You 
know there is fraud in some of these securities. You say it is your 
job to make sure that does not happen. You say, well, the Legal 
Department was presumably going to take action, and you never 
follow up to ask the Legal Department whether they took action. 
I don’t get it. 

Mr. Schneider. I expected that they would do what they 

Senator Levin. But you did not ask to see if they did it. 

Mr. Schneider. I did not, Mr. Chairman. 

Senator Levin. Take a look, if you would, Mr. Schneider, on page 
7 of this Exhibit 24. It says there that WaMu has no record of ac- 
tion taken for performance issues with certain loan officers. Right 
in the middle it says Walker and Kusulas, and they are two WaMu 
agents. WaMu had “no record of action taken for performance 
issues” with those two offices that are named there. What that is 
referring to is what is summarized on the previous page, the prior 
referrals to the Corporate Fraud Investigations Office led to eight 
separate investigations from 2004 to 2007, two cases each year, 
with the loan officers from the Montebello office listed as persons 
related to the case. Now, that is what is on page 6. You will see 
the term “prior referrals,” about the fourth paragraph. Do you see 
that? 

Mr. Schneider. Yes, I do. 

Senator Levin. It led to eight separate investigations in that 4- 
year period, two cases each year with those two people. No one 
interviewed one of the people involved until January 2008, by the 
way. 

And then it says that WaMu — and I am now going back to page 
7 — WaMu had no record of action taken for performance issues 
with those loan officers. Now, I do not know how a bank can pos- 
sibly operate with credibility with this kind of problem, this kind 
of fraud in its midst. But instead of getting disciplined or fired for 
fraudulent loans coming out of the offices, those top loan officers 
from Montebello and Downey during the same period that they 
were being investigated — that is 2004 to 2007 — were rewarded 
each year with an invitation to the President’s Club, which is 
WaMu’s highest honor, including all-expenses-paid trips to places 
like Hawaii and the Bahamas. You were, I think, very much in- 
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volved in the President’s Club, which made sure those all-expense- 
paid trips were made. 

How does that happen? You have loan officers under investiga- 
tion year after year after year. Instead of being disciplined or fired, 
they are given rewarding trips to Hawaii and the Bahamas. How 
does that happen? 

Mr. Schneider. Mr. Chairman, in cases of fraud where there is 
an investigation, I ask the HR group and the Legal group to do the 
fraud investigations. If they came back with a recommendation to 
terminate or punish an employee, then I would have taken that 
recommendation. 

Senator Levin. Were you aware of the fact those investigations 
were going on in every one of those years? 

Mr. Schneider. I was not. 

Senator Levin. Should you have been? 

Mr. Schneider. It depended on how big people thought it was. 

Senator Levin. Wasn’t there a recommendation in 2005 to take 
action against those officers? 

Mr. Schneider. That 2005 report, which I see here, was some- 
thing I was not familiar with. I do not know what the specific rec- 
ommendations were. That was right at the beginning of the time 
I joined the company. 

Senator Levin. Back in 2005, this is what was recommended. Ex- 
hibit 22a at the bottom. i This memorandum outlines a few of the 
most egregious activities identified based on targeted reviews with 
particular documentation of specific areas of failure to follow policy. 
“Based on the consistent and pervasive pattern of activity among 
these employees, we are recommending firm action be taken to ad- 
dress these particular willful behaviors on the part of the employ- 
ees named.” 

Well, that firm action was paid trips to Hawaii and the Baha- 
mas. That is what the action was. Are you troubled by that? Do 
you think the bank should be troubled by that? 

Mr. Schneider. I think anytime 

Senator Levin. Do you think your investors should be troubled 
by that? Should your stockholders, should anybody be troubled by 
that except us? 

Mr. Schneider. Mr. Chairman, anytime there is fraud, we took 
it very seriously. 

Senator Levin. No, when there was fraud, what you do is reward 
the folks that are being investigated with trips. That is the action, 
year after year, to the President’s Club. And then you say in this 
Exhibit 62,2 i^y way, you hope to see all these folks — not specifi- 
cally these folks, but you hope to find the employees, the top sales 
people of WaMu, hope to see them all in Hawaii, David Schneider. 

Take a look, if you would, Mr. Schneider, at Exhibit 30. ^ It is an 
internal WaMu document called a “Significant Incident Notifica- 
tion” dated April 1, 2008. Now, this is Westlake Village, so that is 
near Los Angeles. These were loans that were issued in 2007, but 
the report is dated April 1, 2008. 


^ See Exhibit No. 22a, which appears in the Appendix on page 496. 
2 See Exhibit No. 62, which appears in the Appendix on page 727. 

^ See Exhibit No. 30, which appears in the Appendix on page 544. 
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First bullet point: “Many of the loans had several fraud findings 
such as fabricated asset statements, altered statements, income 
misrepresentation and one altered statement that is believed to 
have been used in two separate loans.” 

The third bullet point: “One Sales Associate admitted that during 
that crunch time some of the Associates” — now, we are talking here 
about Westlake Village — “would ‘manufacture asset’ statements 
from previous loan documents and submit them to the LFC.” And 
this associate “said the pressure was tremendous from the LFC to 
get them the documents since the loan had already funded and 
pressure from the Loan Consultants to get the loans funded.” 

Take a look at Exhibit 31.^ This is a memo summarizing the 
same April 2008 investigation. Page 2 of Exhibit 31. “Sales Associ- 
ates would take [asset] statements from other files and cut and 
paste the current borrower’s name and address.” 

Now, were you informed, Mr. Schneider, about the investigation 
of the Westlake Village office? 

Mr. Schneider. I was, Mr. Chairman. 

Senator Levin. I am not sure. You said, I was or I wasn’t? 

Mr. Schneider. I was. 

Senator Levin. Were you aware that WaMu employees were cut- 
ting corners, engaging in fraud to churn out a high volume of 
loans? 

Mr. Schneider. Mr. Chairman, when that happened, we took it 
very seriously. In no way did I think that fraud shouldn’t be treat- 
ed with the utmost seriousness, and I think ultimately some of our 
sales associates were terminated for their behavior that violated 
our code of conduct. 

Senator Levin. The two guys that were terminated told us they 
were offered jobs. But my question is, what did you do at the time? 
Did you get back into those securities and make sure that the peo- 
ple who brought them were notified? 

Mr. Schneider. I don’t know specifically what was done, Mr. 
Chairman. 

Senator Levin. Did you find out at the time? Did you ask? 

Mr. Schneider. I don’t recall asking. 

Senator Levin. Take a look at Exhibit 28. ^ These are minutes 
dated December 12, 2006, from the Market Risk Committee, 
WaMu. Page 4. 

Near the bottom, “delinquency behavior was flagged in October 
[2006] for further review and analysis when recent securitization 
deals appeared to have more severe delinquency behavior than ex- 
perienced in past deals. The primary factors contributing to in- 
creased delinquency appear to be caused by process issues includ- 
ing the sale and securitization of delinquent loans” — sale and 
securitization of delinquent loans — “loans not underwritten to 
standards, lower credit quality loans and seller services reporting 
false delinquent payment status.” What did you do about it? 

Mr. Schneider. Mr. Chairman, I was not a member of the Mar- 
ket Risk Committee, so I have not seen this document before today. 


^See Exhibit No. 31, which appears in the Appendix on page 546. 
2 See Exhibit No. 28, which appears in the Appendix on page 537. 
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Senator Levin. You never saw the document at that time? Does 
it trouble you now that this was the first time you have seen this 
document? 

Mr. Schneider. I think I saw it yesterday in preparation. 

Senator Levin. Yesterday, you saw it for the first time? 

Mr. Schneider. Yes, sir. 

Senator Levin. What was your reaction? 

Mr. Schneider. That it should not happen. 

Senator Levin. Should not happen. These are securities that 
happened on your watch. 

Mr. Beck, they are on your watch, too. Were you aware of these 
documents? 

Mr. Beck. I am. 

Senator Levin. Were you then? 

Mr. Beck. I was aware of this at the time. I do recall this, and 

we bought the securities — we bought the loans back 

Senator Levin. That were brought to your attention? So you 
went out and looked for them? 

Mr. Beck. Yes, we did. 

Senator Levin. Did what? 

Mr. Beck. We bought the loans back that we sold 

Senator Levin. Did you go out and look for them after you found 

out about it? When you read these documents 

Mr. Beck. Yes. 

Senator Levin [continuing]. That fraudulent mortgages had been 
securitized 

Mr. Beck. This document says that we sold loans that were de- 
linquent and that is never right. That is never what we represent, 
and 

Senator Levin. And what did you do? At the time you saw this, 
right? 

Mr. Beck. Right. We bought the loans back. 

Senator Levin. Yes, I know. Did you go out and look for them? 

Did you initiate the recovery of 

Mr. Beck. Yes. Tom Lehmann worked for me, the person that is 
making this report, and 

Senator Levin. You told him at the time, go and find every single 
one of these loans, and on all these other documents, as well, now, 

where you found all these fraudulent loans 

Mr. Beck. I am talking about this specific question right 

Senator Levin. How about the previous question? 

Mr. Beck [continuing]. Because I remember this 

Senator Levin. How about the previous documents? 

Mr. Beck. When we — so when we identified 

Senator Levin. When you saw these documents — we have talked 
three or four documents here. 

Mr. Beck. Yes. 

Senator Levin. When you saw these documents, you are saying, 
in every case, you told your people, go and find every single secu- 
rity that incorporated these fraudulent loans. We are going to buy 
them back. Is that what you 

Mr. Beck. That is not what I said. No. I said I remember and 
recall this specific event because we did go out — because we 
securitized loans that were delinquent, which we represent that we 
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won’t do and we shouldn’t do, and these were loans purchased from 
third parties and the loan servicing tape that we got from them 
was incorrect. It was wrong. And when we found that out, we went 
and purchased these loans hack. 

Senator Levin. You notified everybody? 

Mr. Beck. Yes, I believe we did. I believe we made a filing on 
this particular issue. 

Senator Levin. Now, what about the earlier ones where the 
fraud was identified in those offices? Did you go back and identify 
what securities incorporated those mortgages that were fraudulent 
from those offices? 

Mr. Beck. I am not certain, Mr. Chairman, that the loans from 
that analysis ever got into a securitization in the first place. 

Senator Levin. Did you check out when you saw the audits? 

Mr. Beck. I never saw the audits. 

Senator Levin. You never saw the two audits that we have 
talked about here today? 

Mr. Beck. No. 

Senator Levin. Should you have seen them? 

Mr. Beck. I don’t know the answer to that. I didn’t see the au- 
dits. What I relied on was that Origination’s post-closing review 
would remove defective loans before they were put in the ware- 
house to sell 

Senator Levin. And did you ever check that out and see if it was 
done? 

Mr. Beck. No, I did not. 

Senator Levin. Senator Kaufman, I have more, but I want to 
just 

Senator Kaufman. I just have one question. I see this November 
17, 2005, report found 42 percent of the loans contained suspect ac- 
tivity or fraud. Did you go and buy those back, do you know? 

Mr. Beck. I don’t know that those loans were sold. 

Senator Kaufman. OK. Thank you. 

Senator Levin. Did you check? 

Mr. Beck. I did not. I wasn’t copied on the report. 

[Pause.] 

Senator Levin. Now, in general, Mr. Beck, were you aware of the 
2005 and the 2008 investigations that we have been discussing? Is 
your answer, no, you were not aware of them at the time? 

Mr. Beck. I was not. 

Senator Levin. Did you supervise the program that was set up 
to investigate any complaint about your securities and your loans? 
Was there a seven-step program that Long Beach had set up? Do 
you remember that? 

Mr. Beck. Yes, I do. 

Senator Levin. And that was to affirmatively investigate a com- 
plaint about the loans, is that correct? 

Mr. Beck. Yes. That was set up at the end of 2006, beginning 
of 2007 

Senator Levin. You supervised that program, right? 

Mr. Beck. Yes. 

Senator Levin. And did you set up a similar program for WaMu’s 
loans? 
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Mr. Beck. That program was designed for Long Beach. We 
didn’t 

Senator Levin. My question is, did you set up a similar program 
for WaMu’s loans? 

Mr. Beck. The Repurchase and Recovery Team also looked at re- 
quests for repurchase for WaMu loans, but the seven-step process 
that you are referring to was used with Long Beach 

Senator Levin. Does that mean 

Mr. Beck [continuing]. As best I can recall. 

Senator Levin. You had all this evidence that there was fraud 
in various offices of WaMu. Why was that not set up for WaMu’s 
loans? 

Mr. Beck. We had a significantly higher level of repurchase re- 
quests from Long Beach and 

Senator Levin. Take a look, if you would, at Exhibit 34. ^ Now, 
Exhibit 34 is a report from WaMu’s corporate credit review group 
and it found that WaMu’s loans marked as containing fraudulent 
information was nonetheless sold to investors. If you will take a 
look at page 3, in the first bullet point 

Here is what it says. “The controls that are intended to prevent 
the sale of loans that have been confirmed by Risk Mitigation to 
contain misrepresentations or fraud are not currently effective.” So 
the controls are not effective. “There is not a systematic process to 
prevent a loan in the Risk Mitigation Inventory and/or confirmed 
to contain suspicious activity from being sold to an investor. The 
coding of the user to defined risk mitigation field in Fidelity does 
not directly affect the salability of the loans.” 

“A review was completed of a sample of the 25 loans . . .” — this 
is a sample of 25 loans closed in 2008 — “with the appropriate cod- 
ing in the Risk Mitigation field. ... Of the 25 loans tested, 11 re- 
flected a sale date after the completion of the investigation which 
confirmed fraud. There is evidence that this control weakness has 
existed for some time.” 

Do you recall this report and that finding, Mr. Beck? 

Mr. Beck. I do not. 

Senator Levin. Should you have seen this report? 

Mr. Beck. Yes. 

Senator Levin. Were you aware that for some time, WaMu had 
been selling loans to investors even after the loans had been 
marked as containing fraudulent information? 

Mr. Beck. No. 

Senator Levin. Well, now you were head of the Capital Markets 
Group, right, at that time? 

Mr. Beck. That is correct. 

Senator Levin. Is there any way that you should not have been 
informed about this? 

Mr. Beck. I would expect that I would be informed of this, yes. 

Senator Levin. I mean, this is damning stuff. You are working 
for a bank which according to a 25-loans test had almost half re- 
flecting a sale after an investigation has confirmed fraud, and this 
review says that failure has existed for some time, that control 
weakness has existed for some time. 


^ See Exhibit 34, which appears in the Appendix on page 564. 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00086 Fmt 6633 Sfmt 6633 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


75 


Now take a look at Exhibit 40b/ if you would. Senator Kaufman, 
any time you want to jump in here, please do. 

Exhibit 40b. Now, this one is going to take some difficult fol- 
lowing because it is an email chain, so we have to start at the first 
email, which is on page 4 — it is at the end — and work back up to 
page 1. But take a look on page 4. You will see there on February 
14, 2007, Michael Liu writes to Mr. Elson. Mr. Elson is the Senior 
Vice President for Portfolio Management, and here is the subject, 
“Option ARM MTA” — which is the Monthly Treasury Average — 
“Option ARM MTA and Option ARM MTA Delinquency.” Notice 
that, delinquency. So now we have an Option ARM MTA, which is 
an Option ARM that has an interest rate adjusting to the monthly 
Treasury average, is that right? 

Mr. Beck. That is right. 

Senator Levin. And the email points out some information — 
FICO scores, loan-to-value ratios about the delinquent non-con- 
forming Option ARMs. Do you see where it says that? It says some 
information there about FICO scores and about 

Mr. Beck. Some points for Option ARM 

Senator Levin [continuing]. Loan-to-value ratios. Do you see that 
there? 

Mr. Beck. I do. 

Senator Levin. OK. Now, a few minutes later, still on February 
14, working ourselves now to page 3, you will see that Elson for- 
wards this email to somebody whose name, I believe, is Youyi 
Chen. Do you know who that person is? 

Mr. Beck. I do. 

Senator Levin. Is that a man or a woman? 

Mr. Beck. It is a man. 

Senator Levin. A man. So Mr. Chen is being sent this email, 
subject. Option ARM Delinquency. It says, ‘Youyi — attached is a 
description of the Option ARMs that were delinquent in the 2006 
[fourth quarter]. You can see that it is very much a function of 
FICOs and Low Document loans. We are in the process of updating 
the . . . matrix. . . . Your comments are appreciated.” 

So now go up that page and you will see shortly thereafter, a 
couple hours thereafter, there is a letter or an email sent from — 
and you said Mr. Chen, is that correct? Did you say it was a male 
or a female? I am sorry. 

Mr. Beck. It is a male. 

Senator Levin. A male. From Mr. Chen to you, February 14, sub- 
ject, Option ARM Delinquency. “This answers partially Mr. Schnei- 
der’s questions.. . .” Apparently Mr. Schneider had asked some 
questions on the breakdown of the Option ARM delinquencies. “The 
details . . . show Low fico, low document, and newer vintages are 
where most of the delinquency comes from, not a surprise.” 

Now, the next email if you keep going up is from you, the same 
day. You are forwarding that email on Option ARM delinquencies 
to Mr. Schneider and to Cheryl Feltgen, who is the Head Risk 
Manager in the Home Loans Division, and here is what you wrote. 
What you wrote is at the top of the page. “Please review. The per- 
formance of newly minted option arm loans is causing us problems. 


^See Exhibit 40b, which appears in the Appendix on page 632. 
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Cheryl can validate but my view is our alt a (high margin) option 
arm is not performing well. We should address selling first quar- 
ter” — that is 2007, that is the quarter you are in — “as soon as we 
can before we loose the opp[ortuni]ty.” 

So in response to the delinquency assessment on Option ARMs 
in your portfolio, you want to sell the newly originated Option 
ARMs, “newly minted,” in your words, as soon as you can, right? 
Are you with me so far? 

Mr. Beck. Yes, I am. 

Senator Levin. That is what you want to do. 

Now, later that day — so we are still working up this chain of 
emails — later that day, same subject. Option ARM Delinquencies. 
This is from you to David Schneider. It is now Sunday, February 
18, 2007. You are still — I am sorry, this is from Schneider. I made 
a mistake. This is from David Schneider to you and it says, 
“Cheryl, your thoughts?” A copy goes to you and to Cheryl Feltgen. 
Now Mr. Schneider is saying, “Cheryl, your thoughts?” Do you re- 
member this, Mr. Beck? 

Mr. Beck. Yes, I do recall this. 

Senator Levin. Mr. Schneider, do you remember this? 

Mr. Schneider. I do. 

Senator Levin. OK. Now, later that day — we are still on Exhibit 
40b 1 — Ms. Feltgen replies, subject still Option ARM Delinquency, 
“The results described below” — and I am reading now from her 
email — “are similar to what my team has been observing. Cali- 
fornia Option ARMs, large loan size ($1 to $2.5 million) have been 
the fastest increasing delinquency rates in the [single-family resi- 
dential] portfolio.. . . There is a meltdown in the subprime market 
which is creating a flight to quality.” 

“I was talking to Robert Williams just after his return from the 
Asia trip where he and Alan Magleby talked to potential investors 
for upcoming covered bond deals backed by our mortgages. There 
is still strong interest around the world in USA residential mort- 
gages. Gain on sale margins for Option ARMs are attractive. This 
seems to me to be a great time to sell as many Option ARMs as 
we possibly can. Kerry Killinger was certainly encouraging us to 
think seriously about it at the MBR,” which is the Monthly Busi- 
ness Review, “last week. What can I do to help? David, would your 
team like any help on determining the impact of selling certain 
groupings of Option ARMs on overall delinquencies?” 

That is refreshing, someone who is making clear what is really 
going on. Ms. Feltgen describes, a “meltdown” in the subprime 
market, a “flight to quality.” Who is going to buy Option ARMs 
which are going to be delinquent? Well, she has talked to WaMu 
executives who have just been to Asia, talked to investors who are 
interested in bonds backed by WaMu mortgages and she writes, 
“there is still strong interest around the world in USA residential 
mortgages.” In other words, we can still sell our Option ARMs 
some places. And so she writes, “This seems to me to be a great 
time to sell as many Option ARMs as we possibly can.” 

Mr. Beck, you had said pretty much the same thing, sell the Op- 
tion ARMs, “as soon as we can before we lose the opportunity.” The 


^See Exhibit 40b, which appears in the Appendix on page 632. 
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idea is to sell as many of these delinquency-prone loans as possible 
to investors before their performance gets worse and WaMu gets 
stuck with them. 

The only way that can happen is because you guys at WaMu 
knew something that potential investors didn’t, and that is that 
these loans were likely to go delinquent. Now, here is what hap- 
pened. 

Mr. Schneider, you reply late that Sunday evening. The subject 
again. Option ARM Delinquencies. And here is what you suggest 
in this email. You say, “DB” — and that is Mr. Beck, I assume — 
“and CF” — Ms. Feltgen — you ask Mr. Beck to “select the potential 
sample portfolios” and “coordinate with finance on buy/sell anal- 
ysis,” and then you ask Ms. Feltgen to run credit scenarios. 

Now we are going to the first page of this Exhibit 40b. Now it 
is Tuesday, February 20. Everything is in motion. Mr. Beck, you 
send an email early in the morning, 7:17 a.m. Subject, Re Option 
ARM Delinquency to Ms. Feltgen and to Mr. Schneider, making a 
plan to supply loan-level detail and coordinate with finance. 

Now, in the final email of the chain, which is at the top of page 
1 there, the subject line now reads, “Urgent need to get some work 
done in next couple days.” That is added above Option ARM Delin- 
quency. Ms. Feltgen directs her staff to start analyzing the Option 
ARM loans in the portfolio. She wrote, “We are contemplating sell- 
ing a larger portion of our Option ARMs than we have in the recent 
past. . . . this could be a way to address California concentration, 
rising delinquencies, falling house prices in California with a favor- 
able arbitrage given that the market seems not to be yet dis- 
counting a lot for those factors.” And she asks for “input on por- 
tions,” her words, “of the Option ARM portfolio that we should be 
considering selling.” 

Now turn to Exhibit 41, ^ if you would. So far, both of you remem- 
ber everything I have read, do you? 

Mr. Schneider. I do. 

Senator Levin. Mr. Beck. 

Mr. Beck. Yes. 

Senator Levin. OK. Now, turn to Exhibit 41. This is another 
email chain, the same day, February 20. Mr. Shaw sends to Ms. 
Feltgen an analysis of the key characteristics of loans in the WaMu 
portfolio that contributed to rising delinquency rates. Shaw to 
Feltgen and a few others, subject. Urgent need to get some work 
done in next couple of days on Option ARM Delinquencies. “Cheryl, 
I reviewed the HFI” — the hold for investment — “prime loan charac- 
teristics that contributed to the rising 60h- delinquency rates be- 
tween January 2006 and January 2007. The results of this analysis 
show that seven combined factors contain $8.3 billion of [hold for 
investment] Option ARM balances which experienced above-aver- 
age increases in the 60h- delinquency rate during the last 12 
months.” This is an “821% increase, or 10 times faster than the av- 
erage increase of 79%.” 

“I recommend that we select loans with some or all of these char- 
acteristics to develop a [hold for sale] pool,” — shift them, in other 
words, from holding on to them to selling them. Then he lists the 


^See Exhibit 41, which appears in the Appendix on page 636. 
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factors that went into this change. He lists eight specific factors, 
one being Option ARM loans; two, recent vintages, 2004 to 2007; 
three, in California; four, in New York, New Jersey, Connecticut; 
jumho loans; and specific FICO scores. And then he wrote, “I rec- 
ommend we select loans with some or all of these characteristics 
to develop a [hold for sale] pool.” 

So he presented a recipe for selecting Option ARM loans — those 
most likely to go delinquent — so they could he put up for sale be- 
fore they actually went delinquent and got stuck on WaMu’s books 
or discounted. Is that right? Is that a fair reading of that, Mr. 
Beck? 

Mr. Beck. Mr. Shaw is laying out the risks as he sees them in 
the pool 

Senator Levin. He is laying out 

Mr. Beck [continuing]. And the risk factors that are going to con- 
tribute to delinquencies. 

Senator Levin. Yes. 

Mr. Beck. Yes. 

Senator Levin. OK. Now, that day, Ms. Feltgen emails the recipe 
on to you, Mr. Beck. This is the top of that Exhibit 41. ^ The subject 
is, “Some thoughts on targeted population for potential Option 
ARM MTA loan sale.” She writes, “it might be helpful insight to 
see . . . the components of the portfolio that have been the largest 
contributors to delinquency in recent times.” The whole focus here 
is delinquency, delinquency, delinquency. 

Now take a look at 42b. ^ This chain of emails starts 5 days later, 
on February 25, 2007. The first email is from you, Mr. Beck, to 
yourself and to Mr. Schneider and Mr. Rotella, and here is what 
you wrote. “David and I spoke today. He’s instructed me to take 
actions to sell all marketable Option ARMs that we intend to trans- 
fer to portfolio in the first quarter 2007. That amounts to roughly 
3B [$3 billion] of Option ARMs available for sale. I would like to 
get these loans into [hold for sale] immediately so that I can sell 
as many as possible in the first quarter.” Sounds urgent. Mr. Beck, 
is the David you are referring to there, Mr. Schneider? 

Mr. Beck. Yes. 

Senator Levin. OK. Mr. Schneider, do you recall giving that in- 
struction to Mr. Beck? 

Mr. Schneider. Mr. Chairman, I recall a decision being made in 
ALCO to sell more Option ARMs and provide more liquidity and 
capital for the company. 

Senator Levin. Yes. Do you remember giving that direction? 

Mr. Schneider. Yes, I do. 

Senator Levin. OK. Now, about 2 weeks after this email, the 
Market Risk Committee gives approval to move up to $3 billion in 
Option ARMs out of the investment portfolio and into the sale port- 
folio, is that correct? 

Mr. Schneider. That is correct. 

Senator Levin. And Exhibit 43 is the March 9, 2007, minutes of 
the Market Risk Committee reflecting the unanimous approval to 
transfer. 3 Now, how many of the $3 billion in Option ARMs that 


^See Exhibit 41, which appears in the Appendix on page 636. 

2 See Exhibit 42b, which appears in the Appendix on page 638. 
^See Exhibit 43, which appears in the Appendix on page 641. 
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were authorized for sale by the Market Risk Committee were, in 
fact, sold? Do you know? 

Mr. Schneider. I don’t know, Mr. Chairman. 

Senator Levin. Do you know, Mr. Beck? 

Mr. Beck. I don’t recall precisely 

Senator Levin. How about approximately? 

Mr. Beck. Half 

Senator Levin. Was it about a billion-and-a-half? 

Mr. Beck. Half 

Senator Levin. It was about half So we will say about a billion- 
and-a-half of the $3 billion. Do you know which were sold and 
which weren’t? 

Mr. Beck. No. 

Senator Levin. OK. Now, the reason that Option ARM loans 
were selected is because they were most likely to go delinquent. 
The market was not yet aware of it. Did you notify investors when 
you securitized Option ARM loans into the RMBSes that the delin- 
quency rates for several WaMu securities had gone up — were ex- 
pected to go up? Did you notify the investors? 

Mr. Beck. Mr. Chairman, the market was keenly aware. 

Senator Levin. Do you know whether investors were notified? 

Mr. Beck. Investors were notified of the risk characteristics of 
the loans. 

Senator Levin. Were they notified that there was a billion-and- 
a-half dollars in loans that were selected because they were Option 
ARMs and that it was your expectation that Option ARMs were 
going to go delinquent in greater numbers? Were they notified spe- 
cifically of your findings? 

Mr. Beck. No. 

Senator Levin. Now, those Option ARMs, at least the ones that 
are called WMALT 2007, OA3 — that is Exhibit Ig,^ if you will take 
a look at it — they show the delinquency rates for many, or a num- 
ber of WaMu securities. That ARM, which is where you put these 
delinquency-prone Option ARMs — and by the way. Option ARMs 
are supposed to be prime — but these delinquency-prone Option 
ARMs now — ^you won’t be able to see that. You will have to look 
in your book. That is Exhibit Ig. They now have a delinquency rate 
of more than 50 percent, which means more than half of the under- 
lying loans are now delinquent. More than a quarter of the under- 
lying mortgages are in foreclosure. 

Mr. Beck, purchasers of securities were relying on you as an un- 
derwriter to provide complete and truthful information. Is that cor- 
rect? 

Mr. Beck. Yes, they are. 

Senator Levin. Complete and truthful information? 

Mr. Beck. Yes. 

Senator Levin. Did the investors know everything that you knew 
about these expected high delinquencies? 

Mr. Beck. Mr. Chairman, the risk characteristics that Mr. 
Shaw 

Senator Levin. No. Were they notified? I am asking you a spe- 
cific question. You had an expectation that Option ARMs in your 


^See Exhibit Ig, which appears in the Appendix on page 221. 
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inventory were going to have a high delinquency rate. You based 
that on an assessment that you made. You did a study. Were the 
investors notified that WaMu did its own analysis to identify Op- 
tion ARMs that had a propensity to go delinquent? 

Mr. Beck. Mr. Chairman, I am not even sure that the loans that 
Mr. Shaw identified got into the sale transaction. 

Senator Levin. Do you know whether they did or didn’t? 

Mr. Beck. I do not. 

Senator Levin. Should you? 

Mr. Beck. I am not sure whether the loans that Mr. Shaw identi- 
fied — 

Senator Levin. Should you know? Should you have known? Look, 
you are being told that your Option ARMs have a real high propen- 
sity for delinquency. You write emails back and forth — high delin- 
quency, fear of delinquency. You identify those Option ARMs. First 
you identify the risks. Three billion dollars is authorized; a billion 
and a half of Option ARMs from that inventory are sold. You have 
done a study. You know the propensity. You have an obligation to 
tell your purchasers as an underwriter complete and truthful infor- 
mation. 

Did your investors know of your high delinquency expectation? 
Do you know? 

Mr. Beck. Mr. Chairman, it is important when I answer this 
question to understand that, as you pointed out, this is the begin- 
ning of 2007. The subprime market is pretty much shut down, and 
delinquencies are rising very fast in that space and in the prime 
space. And as Mr. Cathcart pointed out in the earlier testimony, 
because we cannot sell loans, they are coming back onto the bal- 
ance sheet and using up capital, and delinquencies are rising, so 
our loan loss reserves are going up. 

So one alternative to help raise capital would be to sell loans 
from our Option ARM portfolio. 

Senator Levin. Look, Mr. Beck, those emails talk about delin- 
quencies, delinquencies, delinquencies. You identified the delin- 
quencies as coming from your Option ARMs. My question is a very 
specific question. You knew all this. They were identified. Did you 
notify people that were buying your securities that you had done 
a study of delinquencies in your Option ARMs? That is my ques- 
tion. Do you know? 

Mr. Beck. We did not — they do not have these emails. What they 
do have is a prospectus supplement that has all the risks, relevant 
risks, including what Mr. Shaw would have put in there. The 
FICOs, the geographies, the LTVs — all that information would 
have been in the prospectus supplement. 

Senator Levin. You are saying that the prospectus notified your 
investors that you had done a study of high 

Mr. Beck. No, Mr. Chairman, I am not saying that. 

Senator Levin. And that you had determined that the first quar- 
ter’s Option ARMs had a high risk of delinquency. And you are tell- 
ing us you did not notify the investors of that study. You are telling 
us that you do not even know whether or not those Option ARMs 
ended up in the securities, whether that $3 billion included those. 
And that was your responsibility to make sure that the securities 
which went out to the investors were following notice to the inves- 
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tors of everything that they needed to know in order that the infor- 
mation be complete and truthful. That is what your testimony is 
under oath. 

Mr. Beck. It is a very real possibility that the loans that went 
out were better quality than Mr. Shaw laid out. 

Senator Levin. And you do not 

Mr. Beck. A very real possibility. 

Senator Levin. And there is a very good possibility that they 
were exactly the quality that he laid out? Is that right? 

Mr. Beck. That is right. 

Senator Levin. OK. And you do not know, and apparently you 
do not care, and the trouble is you should have cared because there 
is an obligation to make sure that your investors know, and they 
did not know what you knew, critical information that you knew. 
That is the problem. 

Senator Kaufman, do you want to 

Senator Kaufman. Yes, I just want to see if I got this straight. 
On this list it shows that some of the high FICO loans are the very 
ones that have the highest delinquency rates. Is that right, the 
memo from Robert Shaw on February 20, Exhibit 41? So telling 
him that there was a high FICO really would be deceptive when 
you knew those were the units that were having the high delin- 
quency rate, correct? 

Mr. Beck. Senator, could you repeat the question, please? 

Senator Kaufman. If you look at Exhibit 41 where Shaw lists op- 
tions, he lists a bunch — he says that the FICO — increasing delin- 
quencies among FICOs of 700 to 739 was an 1,197-percent in- 
crease, FICOs of 780 plus a 1,484-percent increase; FICOs of 620 
to 659, an 820-percent increase. So someone looking at the port- 
folio, the high FICOs were really the ones that were having an in- 
credible increase in their delinquency rates. Is that fair? 

Mr. Schneider. Senator, they had a high increase in actual 
rates, but the actual rate was 0.4 percent, which means four out 
of 1,000. 

Senator Kaufman. Yes, but it was — well, why is the — for the 7- 
2 — 4.2 billion? 

Mr. Schneider. That is the aggregate size of that pool. That is 
not the amount that is delinquent. 

Senator Kaufman. And what percentage of that would be delin- 
quent? 

Mr. Schneider. That is 0.4 percent of the amount. 

Senator Kaufman. OK. Let me ask you one other question while 
we are on that. On the earlier memo, it showed there were FICO 
rates from 510 to 540. 

Mr. Schneider. What document are you on. Senator? 

Senator Kaufman. That is on the February 14, 2007 — maybe I 
have this wrong, from Michael Liu to Richard Ellison. He lists the 
attached spread sheet with a total Option ARMs, it says $105 mil- 
lion in non-accrual between FICO 501 to 540. 

Mr. Schneider. Senator, which document? 
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Senator Kaufman. The page that ends 135, Exhibit 40b. ^ The 
last page. 

Mr. Schneider. Yes, Senator. Once a loan goes into non-accrual, 
goes delinquent, its credit score gets impacted very significantly, so 
that would not be a surprise, nor would it be indicative of what the 
loan was originated at. 

Senator IS^ufman. So you mean after it goes delinquent, then 
the FICO score for the person that borrowed it drops, and this 
shows their FICO score after the delinquency, not at the time they 
apply for the loan. 

Mr. Schneider. That is correct. 

Senator Kaufman. OK. Thank you. 

Senator Levin. I think I just have one additional question. When 
you said that investors were told of the characteristics of loans, 
they were told of all the characteristics of loans. Did they know, 
were they informed that loans with those or some of those charac- 
teristics had a greater propensity towards delinquency in WaMu’s 
analysis? Were they told that? 

Mr. Beck. They were not told of the WaMu analysis. 

Senator Levin. So they may have been given a long list of char- 
acteristics of loans, but they were not informed that loans with 
those or some of those characteristics, according to a WaMu anal- 
ysis, had a greater propensity towards delinquency. Is that correct? 

Mr. Beck. Yes. 

Senator Levin. OK. Do you have anything else? 

Senator Kaufman. Yes. Mr. Beck, you said that at this point 
most people knew that the subprime mortgage market was in pret- 
ty bad shape. What was the psychology of the people buying mort- 
gage-backed securities at that point if they knew that this was a 
pretty bad situation? Which I think by then they did. 

Mr. Beck. They did, but they did not know how bad it was ulti- 
mately going to get, and so at that point in time, they were de- 
manding wider margins for the securities that they bought, but had 
not stopped buying them yet. 

Senator Kaufman. OK. Thank you. 

Senator Levin. You made reference to the subprime market 
going down. Option ARMs are prime. They are not subprime, right? 
They are supposed to be prime mortgages. Isn’t that correct? 

Mr. Beck Yes. 

Senator Levin. Thank you both. You are excused. We appreciate 
your being here. 

We will go to our third panel. Does our reporter need a break? 
I was hoping you would say yes. I will not ask our media whether 
they need a break or not. 

We are going to take a 10-minute break. We are going to resume 
at 2:30 p.m. 

[Recess.] 

Senator Levin. We will come back into session now, and we will 
call our final panel of witnesses for the hearing: Stephen Rotella, 
the former President and Chief Operating Officer of Washington 
Mutual Bank; and Kerry Killinger, the former President, CEO, and 
Chairman of the Board of Washington Mutual. We appreciate both 


^See Exhibit 40b, which appears in the Appendix on page 632. 
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of you being with us this afternoon and look forward to your testi- 
mony. As you have no doubt heard, we have a rule, Rule VI, that 
requires all witnesses who testify before our Subcommittee to be 
sworn, and at this time, I would ask you both to please stand and 
raise your right hand. 

Do you swear that the testimony you are about to give to this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Rotella. I do. 

Mr. Killinger. I do. 

Senator Levin. The timing system will be the same that I believe 
you heard, but it means that a minute before the red light comes 
on, you will see the lights change from green to yellow. That will 
give you an opportunity to conclude. Your written testimony will be 
made part of the record in its entirety. We would ask that you try 
to limit your oral testimony to no more than 5 minutes, and, Mr. 
Rotella, I think we are going to have you go first, followed by Mr. 
Killinger. 

TESTIMONY OF STEPHEN J. ROTELLA, i FORMER PRESIDENT 

AND CHIEF OPERATING OFFICER, WASHINGTON MUTUAL 

BANK 

Mr. Rotella. Thank you. Chairman Levin, Ranking Member 
Coburn, and distinguished Subcommittee Members, thank you for 
inviting me to testify and for sharing these remarks with you. This 
is my first public statement since the FDIC seized Washington Mu- 
tual in September 2008, so I want to be clear about the key factors 
that led to an elevated level of risk at WaMu during the financial 
crisis, risks that were created over many years prior to my arrival 
at WaMu in 2005. 

I also want to summarize how the team that I was a part of rec- 
ognized those risks and made solid progress in proactively reducing 
them. In particular, I want to be very clear on the topic of high- 
risk lending, this Subcommittee’s focus today. High-risk mortgage 
lending in WaMu’s case, primarily Option ARMs and subprime 
loans through Long Beach Mortgage, a subsidiary of WaMu, were 
expanded and accelerated at explosive rates starting in the early 
2000s, prior to my hiring in 2005. 

In 2004 alone, the year before I joined. Option ARMs were up 
124 product, and subprime lending was up 52 percent. As the facts 
in my written statement to this Subcommittee show, those extraor- 
dinary rates ceased after 2005, and we then reduced total high-risk 
mortgage volume substantially every year after that. 

Total high-risk lending was not expanded and did not accelerate 
after 2005, as some have reported. The facts show the opposite. 

I provide my statement to you from my vantage point as a 30- 
year veteran in financial services, from nearly 18 years at JP Mor- 
gan Chase, and as WaMu’s chief operating officer for 3 V 2 years. 
When I joined WaMu in 2005, the company had over $340 billion 
in assets. As a nationally chartered thrift, WaMu had already de- 
veloped a high concentration of mortgage risk relative to more di- 
versified banks. And as I noted, the company had been accelerating 


^The prepared statement of Mr. Rotella appears in the Appendix on page 169. 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00095 Fmt6633 Sfmt 6633 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


84 


its growth in higher-risk mortgage products and, in addition, it had 
serious operating deficiencies, particularly in mortgage lending. 

WaMu’s concentration risk was particularly acute because nearly 
60 percent of its mortgage loans were from California and Florida, 
which had experienced large and unsustainable home price in- 
creases. What happened at WaMu was principally the combined ef- 
fect of those risks developed over almost two decades, which would 
be magnified and stressed by the extreme market conditions of late 
2007 and 2008. 

The team that I was a part of worked very hard to adjust to a 
rapidly changing environment and addressed those risks. As public 
data shows, we reduced the absolute size of WaMu’s mortgage busi- 
ness, including new production, total high-risk lending, and its 
portfolio every year after 2005 and by a substantial amount in ag- 
gregate. We made progress in diversifying the company and had 
plans to do more, but there simply was not enough time to com- 
plete the enormous transformational change needed in a $340 bil- 
lion thrift given the collapse of the housing market roughly 2 years 
after we started. 

In fairness to all concerned, few experts, including the Chairman 
of the Federal Reserve Board and the Secretary of the Treasury, 
anticipated what occurred in the housing market and the economy 
as a whole. Now, I would like to provide you with a bit more detail 
about WaMu. 

Prior to 2005, when I joined the company, WaMu had been grow- 
ing its mortgage business at an accelerating rate. By 2003, it was 
the No. 2 mortgage lender with a market share of over 11 percent, 
and its subprime volume had been growing by nearly 50 percent 
every year from 2001 forward until 2005. WaMu’s stated strategy 
was similar to many firms with large mortgage units during the 
pre-crisis economy. With the benefit of hindsight, that strategy was 
ill advised. 

As the financial crisis conclusively established, credit risk was 
mispriced for a declining housing market. In 2003 and 2004, the 
company’s mortgage business experienced very serious risk man- 
agement and operating missteps. A management shake-up ensued, 
and it was around this time that a new executive team began to 
take shape, including my hiring in 2005. That team believed that 
with enough time and effort, WaMu could resolve its issues and 
take its place among the country’s finest financial institutions. I 
and others recognized that due to WaMu’s combination of risks, 
changes needed to be made. As the market softened, we began to 
migrate the company away from its mortgage legacy. By the end 
of 2005, we were making solid progress, and by the time of the sei- 
zure, WaMu’s market share in mortgages had been cut by nearly 
two-thirds, from over 11 percent to about 4 percent, and we had 
shut down Long Beach and Option ARM lending. 

Far from accelerating or expanding, as some large competitors 
did during this time, we were slowing and contracting faster than 
the market as a whole. Looking back now, of course, I would have 
tried to move even faster than we did in the areas where I had di- 
rect control. Unfortunately, after the capital markets stopped oper- 
ating in the third quarter of 2007, we were unable to execute on 
aspects of our strategy. 
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Subsequently, the decline in the housing market accelerated, and 
it was not long before the financial crisis was in full swing. We con- 
tinued our efforts as the team raised capital, and, in fact, the day 
the company was seized, our primary regulator, the OTS, deter- 
mined that WaMu was well capitalized. All of us wanted the oppor- 
tunity to finish what we had started in 2005. 

I thank you for inviting me here today, and I look forward for 
your questions. 

Senator Levin. Thank you very much, Mr. Rotella. Mr. Killinger. 

TESTIMONY OF KE RRY K. KILLINGER, i FORMER PRESIDENT, 

CHIEF EXECUTIVE OFFICER, AND CHAIRMAN OF THE 

BOARD, WASHINGTON MUTUAL BANK 

Mr. Killinger. Thank you very much, Mr. Chairman and Mem- 
bers of the Subcommittee. I very much appreciate the opportunity 
to contribute to your investigation of the financial crisis. In addi- 
tion to my oral testimony, I have submitted extensive written testi- 
mony. 

I was an employee of Washington Mutual for more than 30 years 
and was honored to be its chief executive officer for 18 of those 
years. And thanks to the efforts of tens of thousands of our employ- 
ees, the bank enjoyed many successes over most of that tenure as 
CEO. However, the financial crisis and the seizure of the hank in 
September 2008 were devastating to the company, its customers, 
employees, investors, and communities. And as CEO, I accept re- 
sponsibility for all of our performance and am deeply saddened by 
and sorry for what happened. 

Now, beginning in 2005, 2 years before the financial crisis hit, 
I was publicly and repeatedly warning of the risks of a potential 
housing downturn. And we did not just talk about it, but instead 
we did some things about it. 

Unlike most of our competitors, we aggressively reduced our resi- 
dential first mortgage originations by 74 percent, and we cut our 
home loan staffing in half between 2003 and 2007. Our market 
shares of prime and subprime loan originations declined by 50 per- 
cent over this period. 

We also deferred plans to grow many of our loan portfolios and 
instead returned capital to shareholders through share repurchases 
and cash dividends. We sold 30 percent of our loan servicing port- 
folio. We reduced and then eliminated broker and correspondent 
lending. We cut subprime and Option ARM originations dramati- 
cally in 2006 and 2007 and eliminated those products in 2008. 

Now, with the benefit of hindsight, had we known that housing 
price declines of 40 percent or more would occur in key markets 
served by the company, we would have taken even more draconian 
measures. 

Washington Mutual was a Main Street bank dedicated to serving 
everyday consumers. Most of our activities centered on providing 
checking, savings, investment, and credit card services to millions 
of customers. Our residential lending was a declining part of the 
company’s business since 2003 and contributed only 13 percent of 


^The prepared statement of Mr. Killinger appears in the Appendix on page 179. 
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our company’s revenues by 2007, and it was focused predominantly 
on prime borrowers. 

The company offered a full range of fixed- and adjustable-rate 
products, and its portfolios performed well over many years, with 
loss rates significantly below 1 percent per year. Approximately 90 
percent of the company’s residential first loan portfolio had a loan- 
to-value at origination of 80 percent or less. 

Now, higher-risk residential products, like home equity. Option 
ARM, subprime loans, were not new or exotic, but had been suc- 
cessfully offered to customers for many years. Now, we entered the 
subprime business with our purchase of Long Beach Mortgage in 
1999 to better serve an underserved market. This was a small and 
declining part of our business since 2005. However, due to growing 
concerns over the housing market and third-party mortgage bro- 
kers, as well as our own operating issues, we greatly reduced 
subprime originations in 2006 and shut down the business in 2007. 

We had well-defined and clear policies of fair dealing with cus- 
tomers, and our responsible lending principles were praised by 
community groups. Our regulator consistently assigned us the 
highest CRA rating of outstanding, and employees were expected 
to practice our core values, and violations led to reprimands and 
terminations. And this is why I am particularly angry when I read 
that any customer might have been sold an inappropriate product. 

Now, enterprise risk management was a vital activity for the 
company. In fact, I created a centralized enterprise risk manage- 
ment group in 2002 and well over 1,300 people were involved in 
that activity by 2007. The chief enterprise risk officer was placed 
on the executive committee and reported to the board that the 
group was adequately staffed and functioned effectively on a quar- 
terly basis. 

Finally, Washington Mutual should not have been seized and 
sold for a bargain price, but should have been allowed to work its 
way through the financial crisis. The company suffered from rising 
loan losses, but we were working our way through the crisis by re- 
ducing operating costs, raising over $10 billion of additional capital, 
and setting aside substantial loan loss reserves. 

When I left the bank in early September 2008, capital greatly ex- 
ceeded regulatory requirements for a well-capitalized bank, depos- 
its were stable, sources of liquidity appeared adequate, and our pri- 
mary regulator, the OTS, had not directed us to seek additional 
outside capital nor find a merger partner. 

So it was with shock and great sadness when I read of the sei- 
zure and bargain sale of the company in late September 2008. I be- 
lieve it was unfair that the company was not given the benefits ex- 
tended to and actions taken on behalf of other financial institu- 
tions. Within days of its seizure, the FDIC insurance limit was 
raised to $250,000. The FDIC guaranteed bank debt. The Treasury 
Department announced favorable treatment of tax losses. The Fed- 
eral Reserve purchased assets and injected massive liquidity into 
the system. And the TARP program added hundreds of billions of 
new capital to banks. These measures would have been extraor- 
dinarily helpful to Washington Mutual, just as they were to all 
other banks. 
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And the unfair treatment of the company did not begin with its 
unnecessary seizure. In July 2008, the company was excluded from 
the “Do Not Short” list, which protected many Wall Street banks 
from abusive short selling. The company was similarly excluded 
from the hundreds of meetings and telephone calls between Wall 
Street executives and policy leaders that ultimately determined the 
winners and losers in this financial crisis. For those that were part 
of the inner circle and were too clubby to fail, the benefits were ob- 
vious. For those of us outside of the club, the penalty was severe. 

Now, I have some other suggestions for regulatory reform in my 
written statement that I would be happy to discuss further, but 
thank you, and I look forward to answering your questions. And I 
do request, Mr. Chairman, that my complete statement and any 
documents referenced in it through this morning be placed into the 
written record. 

Senator Levin. It will be placed in the record, as will all the 
opening statements. We will try a 20-minute first round here. 

First on the numbers. Mr. ffillinger, in your opening statement 
you said that from 2003 to 2007, WaMu reduced its residential first 
mortgage originations, reduced its market share, and that may be 
accurate, but it is misleading in what it leaves out. 

You made a major shift in your strategy and you reduced your 
fixed-loan origination in 2003 by almost $200 billion. So most of the 
reduction in the mortgage business that you were engaged in came 
through the reduction in the fixed-loan 30-year mortgages that we 
see on that chart. Exhibit li.^ 

Then if you look at Chart Ic, Exhibit Ic in your book,^ you will 
see that the securitization of your subprime home loans continued 
to climb right through 2006. 

Now, you have said, I believe, that you reduced significantly the 
origination of these subprime loans, but is it not true that those 
numbers on Exhibit Ib^ are accurate, that in terms of securitizing 
you continued to securitize your subprime home loans right 
through 2006? Is that accurate? 

Mr. Killinger. Thank you, Mr. Chairman. You raise an excel- 
lent point, and 

Senator Levin. Are my numbers accurate? 

Mr. Killinger. And I appreciate having the opportunity to make 
a clarification for the benefit of the Committee. 

Regarding the first chart, my data was correct that we had a 74- 
percent reduction in our origination from 2003 to 2007. Your point 
is correct that a significant part of that reduction was the decline 
in fixed-rate mortgage originations. However, that does not reflect 
a change in strategy or policy. That reflected low interest rates 
that were prevailing in 2002 and 2003 that led to massive 
refinancings in the United States. And since I had been at the or- 
ganization so many years, I can just back you up a couple of years 
prior to that 

Senator Levin. I just wanted to 


^See Exhibit li, which appears in the Appendix on page 223. 
2 See Exhibit Ic, which appears in the Appendix on page 214. 
^See Exhibit lb, which appears in the Appendix on page 213. 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00099 Fmt6633 Sfmt 6633 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


88 


Mr. Killinger [continuing]. And products like the Option ARM 
would have been a very large percent of the total just 2 years be- 
fore that. 

Senator Levin. I just wanted to go over the numbers 

Mr. Killinger. Part of what we are seeing here 

Senator Levin. Excuse me for interrupting because we do not 
have that much time, but I just wanted to go into the numbers. 
The major reason for the reduction was the reduction in the fixed- 
rate number. Is that correct, whatever its cause? 

Mr. Killinger. Yes, that is right. I just wanted to be sure that 
we understood the primary cause was that the refinancing boom 
from 2002 and 2003 subsided in the other period. 

Senator Levin. Now, you also changed your strategy. What year 
was that? 

Mr. Killinger. First, we had an adjustment in our strategy that 
started in about 2004 to gradually increase the amount of home eq- 
uity, subprime, commercial real estate, and multi-family loans that 
we would hold on the balance sheet. We had that long-term strat- 
egy, but as I mentioned in my opening comments, we quickly deter- 
mined that the housing market was increasing in its risk, and we 
put most of those strategies for expansion on hold. In fact, our 
subprime portfolio that we held in our portfolio actually declined 
from the time that we had that strategy versus the strategy which 
had that increasing in size. 

Senator Levin. In 2003, your subprime amount, according to 
your filings with the SEC, was $20 billion. It went up in 2004 to 
$31 billion. It went up in 2005 to $34 billion, leveled back to $30 
billion in 2006. That is your subprime, so it went actually up 
through 2005 and stayed high through 2006. Your fixed mortgage 
loans in 2003 were $263 billion. It drastically dropped in 2004 and 
2005, to $77 and $78 billion, respectively. Your Option ARMs 
jumped from 2003 when they were $30 billion up to more than dou- 
ble in 2004, and in 2005 they also doubled what they were in 2003. 
So in terms of the direction you have dramatically increased your 
Option ARMs from 2003 to 2005. Even in 2006, they were more 
than they were in 2003. You dramatically dropped your fixed 
amount, and your subprime again almost doubled, not quite, from 
2003 to 2005. Now, those are your SEC filings, and we will let 
them speak for themselves. 

Mr. Rotella, in your testimony you said that you did not design 
the strategy that was designed by the board, which was a higher- 
risk strategy. On page 4 and 5 of your testimony for the record, you 
said that prior to the time you joined WaMu in 2005, the board of 
directors had established a 5-year strategic plan. This plan called 
for additional growth in the mortgage lending business with a par- 
ticular emphasis on higher-margin and higher-risk products. That 
is your statement. Is that correct? That is what you found when 
you got there? 

Mr. Rotella. Yes, Mr. Chairman. 

Senator Levin. All right. Now, you also then said that the bank 
strategy, with the benefit of hindsight, was ill advised. You did not 
design the strate^ that the Board had approved. But here is some- 
thing else you said that I want to ask you about, that due to the 
state of the company’s operations, which were weaker than you had 
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anticipated before you joined WaMu, that you realized that changes 
to the strategy needed to be implemented. What did you mean by 
the company’s operations were weaker than you had anticipated? 

Mr. Rotella. Mr. Chairman, when I was hired in 2005, the 
Chief Operating Officer position was a brand new position at 
WaMu. Part of the reason for that position being created were sub- 
stantial problems that had come up in the mortgage business prior 
to my arrival. As I mentioned in my oral statement, in 2003 and 

2004, there were some substantial issues in market risk manage- 
ment. Mr. Vanasek earlier mentioned a systems project that had 
to be written off. 

And I just add at the end of my comment on this, the company 
bought a number of mortgage companies over the course of about 
2000 through 2005. There were 12 mortgage origination systems 
when I joined. There were a number of servicing systems. The op- 
eration needed a lot of work. 

Senator Levin. OK. During the prior panels, we went through a 
number of documents and audit reports describing problems with 
Long Beach. If you will take a look at Exhibit Sb,^ please, page 3. 
This is a joint report in 2004 by the FDIC and the State of Wash- 
ington after a visit to WaMu in 2003. And here is what it said 
about Long Beach. 

“40% ... of the loans reviewed were considered unacceptable 
due to one or more critical errors. This raised concerns over [Long 
Beach’s] ability to meet the representations and warranty’s made 
to facilitate sales of loan securitizations, and management halted 
securitization activity. A separate credit review report . . . dis- 
closed that [Long Beach’s] credit management and portfolio over- 
sight practices were unsatisfactory. . . . Approximately 4,000 of 
the 13,000 loans in the warehouse had been reviewed. ... of 
these, approximately 950 were deemed saleable.” That is 950 of the 
4,000. “800 were deemed unsaleable, and the remainder contained 
deficiencies requiring remediation prior to sale.” 

Do you remember those problems at Long Beach in 2003, Mr. 
Killinger? 

Mr. Killinger. Yes. 

Senator Levin. And then you halted the securitizations until the 
problems were cleared up. But they began again in 2004. But by 

2005, the problems started erupting again with a surge of early 
payment defaults. WaMu ended up repurchasing almost $1 billion 
in loans, suffered a $100 million loss. Why didn’t you halt the 
securitizations in 2005 when those problems again appeared? 

Mr. Killinger. Well, again. Senator, we entered Long Beach 
Mortgage, as you know, back in 1999 to help better serve that com- 
munity. When we — it was a relatively very small — part of our busi- 
ness, and when they first encountered some of the securitization 
problems or some of the loan quality, we sent a team in to work 
on that. We believed that they had made substantial progress with 
that. 

And then they started to increase the originations again because 
we felt that the operational issues were under control. And then we 
started to see some additional evidences of difficulties there. The 


^See Exhibit 8b, which appears in the Appendix on page 389. 
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actions that we took were to change out managements, to go in and 
do some organizational redesign to get to a point where we felt 
comfortable that we could proceed with doing both the whole loan 
sales and the securitizations that the company did. 

Senator Levin. Let us talk about those years where you got com- 
fortable. Mr. Rotella, take a look at Exhibit 11, ^ if you would. This 
is an email chain from April 2006 between you and Mr. Killinger. 
You describe the situation at Long Beach. This is April 2006. 

“The major weak point was the review of Long Beach. . . . delin- 
quencies are up 140% and foreclosures close to 70%. . . . First pay- 
ment defaults are way up and the 2005 vintage is way up relative 
to previous years. It is ugly.” Then you cite a number of factors for 
why the problems should be solved. 

Five months later, you sent Mr. Killinger another email about 
Long Beach, which we have marked Exhibit 12 ,2 if you want to 
look at that. In this email chain from September 2006, you wrote 
Mr. Killinger the following. “Long Beach is terrible, . . . Repur- 
chases, [early payment defaults], manual underwriting, very weak 
servicing/collection practices, and a weak staff.” You said that you 
were addressing the problems. 

But the problems didn’t get addressed. A year later, now August 
20, 2007, and the audit of Long Beach loan origination and under- 
writing. This is Exhibit 19. ^ If you look at page 3 of Exhibit 19, 
here is what it says. It is basically the same old problems. “Repeat 
Issue,” so this is a repeat issue, “Underwriting guidelines estab- 
lished to mitigate the risk of unsound underwriting decisions are 
not always followed. . . . accurate reporting and tracking of excep- 
tions to policy does not exist. . . .” 

So that takes us up to August 20, 2007. So now let me ask you, 
Mr. Rotella, why did these problems exist year after year? What is 
the explanation for that? 

Mr. Rotella. Mr. Chairman, just by way of background, when 
I was with JP Morgan Chase, I ran a small subprime business, rel- 
ative to Long Beach. When I joined in 2005, my initial focus was 
on the main home loans business. I shortly became very concerned 
about Long Beach around the middle of 2005. We have heard a 
couple of times, management was relieved of their duties. That was 
my recommendation and responsibility. At the end of 2005, the 
folks that were running Long Beach were either asked to leave or 
left. I transferred that business at the beginning of 2006 into the 
main Home Loans Unit under a group of people who were better 
equipped to run it and we went about a process to try to improve 
that company. 

In addition, while we were doing that, we did bring the volume 
in Long Beach down substantially every quarter starting in the 
first quarter of 2006. As we went through that process, it became 
increasingly clear, as I have indicated in here, that the problems 
in Long Beach were deep and the only way we could address those 
were to continue to cut back volume and ultimately shut it down. 

So from my perspective as the Chief Operating Officer, taking 
out management, restructuring the business, bringing down vol- 


^See Exhibit 11, which appears in the Appendix on page 414. 

2 See Exhibit 12, which appears in the Appendix on page 415. 

^See Exhibit 19, which appears in the Appendix on page 462. 
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ume, and ultimately shutting it down was a proactive number of 
steps. 

Senator Levin. August 2007, if you will look at Exhibit 79, ^ page 
2. Now we are in August 2007 — here is what you write. “[Home 
loans] (the original prime only) — was the worst managed business 
I had seen in my career.” This isn’t just Long Beach. “That is, until 
we got below the hood of Long Beach.” Even before you got to Long 
Beach, you said that home loans, which was part of WaMu, was 
the worst managed business that you had seen in your career. So 
what were the problems with the home loans management? 

Mr. Rotella. Mr. Chairman, there was a reason I was hired 
after 18 years of experience at JP Morgan Chase. As I said earlier, 
the company, and this was well known in the industry, in the mort- 
gage business, had experienced significant problems in 2003 and 
2004. The problems in the main home loans group, which is where 
I focused a lot of my initial attention, were several. 

The first I would mention is the management team did not have 
a great deal of experience in running a mortgage company that 
size. I went through a process, along with David Schneider, who 
joined later in the year, of repopulating most of the senior jobs in 
that business. 

Second, the technology in the business was antiquated, and as I 
said earlier, there were literally 12 different production systems as 
a result of many acquisitions. There were manual processes in the 
business, and relative to what I had seen at my previous employer, 
the company had many shortcomings as it related to processing, 
closing, and servicing loans. 

Senator Levin. Now, I think you were here earlier this morning 
when we went through with prior panels the 2005 internal WaMu 
investigation of the two Southern California loan offices, Monte- 
bello and Downey. It found extensive rates of fraud affecting their 
loans, rates of 83 percent and 58 percent. That was all on Exhibit 
23b,2 if you want to refer to that. 

We have also reviewed a memorandum, which is Exhibit 24, ^ 
which was prepared in 2008 after the frauds and evidence of it re- 
surfaced. It found that virtually no actions had been taken fol- 
lowing the 2005 investigation, and after reviewing the loans by 
Montebello in 2007 found that 62 percent contained fraudulent in- 
formation. 

So year after year after year, we have a couple parts of your com- 
pany that are apparently engaged in seriously fraudulent loans 
with misinformation that is pervasive. So starting in 2005, why 
weren’t any actions taken after that first 2005 review? 

Mr. Rotella. In the particular case of the 2005 review, I was not 
aware of that at the time. I was aware of the 2008 review that you 
referenced earlier that came through one of our mortgage insurers. 
And I would simply say. Senator, as president of the company with 
40,000 employees, first of all, all fraud is bad and any instance of 
fraud that was brought to my attention would be turned over to in- 
ternal audit and/or legal to do a separate review. And if they came 


^See Exhibit 79, which appears in the Appendix on page 793. 

2 See Exhibit 23b, which appears in the Appendix on page 511. 
^See Exhibit 24, which appears in the Appendix on page 515. 
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back and told me that there indeed was fraud, believe me, signifi- 
cant action would be taken. 

Senator Levin. Well, somebody didn’t tell you about it. Is that 
what you are saying? You didn’t know 

Mr. Rotella. I am not aware of the 2005 situation, at the time. 

Senator Levin. Somebody didn’t tell you about it? 

Mr. Rotella. No, sir. 

Senator Levin. These are very serious allegations. These are 
high fraud rates. Now, who should have told you about it? 

Mr. Rotella. That would normally come from the business or 
from the audit or legal department. 

Senator Levin. And the first you heard of that was when? 

Mr. Rotella. I became aware of this particular situation when 
it was brought to my attention in 2008 

Senator Levin. That is the first 

Mr. Rotella [continuing]. As was referenced in your documents 
from later in the binder. 

Senator Levin. Now, in 2007, we had a review. This is Exhibit 
21.1 This went to you, also. This was now a problem that corporate 
credit review did. High risk: “Ineffectiveness of fraud detection 
tools,” and “Weak credit risk infrastructure impacting credit qual- 
ity.” They looked at 187 loans they were reviewing. Of the 187 files 
that were looked at, of those 132 that were sampled were identified 
with “red flags that were not addressed by the business unit.” 
Eighty had stated income loans that were identified as being un- 
reasonable. Eighty-seven “exceeded program parameters.” And 133 
had “credit evaluation or loan decision errors present.” 

And this was sent to you, according to the cover sheet here, Mr. 
Rotella, Exhibit 21. Do you remember this one? 

Mr. Rotella. I do. 

Senator Levin. Well, you said you had found out about it in 2008 
for the first time. This is 2007. 

Mr. Rotella. Senator, this report labeled “Wholesale Specialty 
Lending” is about the subprime business. By August 2007, we had 
shut that business down. This audit report is reflective of the ac- 
tions that I took, which were to relieve management of their duties, 
take the volume down, and ultimately shut this business down by 
the time this was issued. 

Senator Levin. But you said you first became aware of fraud in 
2008 and this shows significant fraud in 2007. 

Mr. Rotella. I was referring to the two California retail offices 
from Montebello and Downey when I mentioned 2008. 

Senator Levin. If you take a look now at Exhibit 33. ^ This is a 
report by Radian Guaranty, which insured some of WaMu’s mort- 
gages. They reviewed a number of 2007 loans to evaluate the un- 
derwriting and compliance with their guidance. They found so 
many problems that it rated WaMu’s loan files unacceptable, if you 
will look at page 2 on Exhibit 33. 

Now, just one of the loan examples. I am picking one from page 
5, but there are many. This is a $484,000 loan given to a sign de- 
signer. That is somebody who designs signs, who claimed to be 


^See Exhibit 21, which appears in the Appendix on page 477. 
2 See Exhibit 33, which appears in the Appendix on page 553. 
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making $34,000 a month in income. And this is what the report 
said. “Borrower’s stated monthly income of $34,000 does not appear 
reasonable. . . .” It noted another problem. The loan file appraised 
the house at $575,000, but another report said the probable value 
was $321,000, an amount less than the loan. That is just one of the 
loans that Radian found unacceptable and uninsurable. 

Were either of you aware of the Radian report? Mr. Rotella, were 
you aware of it? 

Mr. Rotella. No, sir. 

Senator Levin. Were you aware of it, Mr. Killinger? 

Mr. Killinger. No. 

Senator Levin. Now, look at Exhibit 30.^ We have discussed this 
before. This is a Significant Incident Notification. It related to early 
payment defaults at the Westlake Village Home Loan Center, and 
it said that, in this report. Exhibit 30, it said that “One Sales Asso- 
ciate admitted that during that crunch time some of the Associ- 
ates” — some of the associates — “would ‘manufacture’ asset state- 
ments from previous loan documents and submit them to the [loan 
processing center]. She said the pressure was tremendous from the 
[loan processing center] to get them the documents, since the loan 
had already funded and pressure from the Loan Consultants to get 
the loans funded. All the Sales Associates stated that” — the loan of- 
ficers — “did not instruct them to falsify documentation and just told 
them to get the loans funded with whatever it took.” 

Exhibit 31,2 internal investigative report about the same inci- 
dent, says that “Sales Associates would take [asset] statements 
from other files and cut and paste the current borrower’s name and 
address.” 

Were you aware, first, Mr. Rotella, that WaMu employees were 
cutting corners and even engaging in fraud to meet volume de- 
mands? 

Mr. Rotella. No, sir. 

Senator Levin. Were you aware, Mr. Killinger? 

Mr. Killinger. No, sir. That is an absolute violation of the code 
of conduct of the company. 

Senator Levin. I am sure it is, but were you aware of it? That 
is my question. That investigative report. Exhibit 31, were you 
aware of that investigative report? 

Mr. Killinger. In regarding Westlake, I believe it was prior to 
this particular report, I had someone give me a call and a tip that 
there might have been an issue at that office. I immediately for- 
warded that information to our internal audit, who did an inves- 
tigation on that, and I turned it over to them for that investigation. 

Senator Levin. In terms of that specific exhibit, though, were you 
aware of that? Had you seen that? 

Mr. Killinger. I do not recall this specific exhibit. 

Senator Levin. Thank you. Senator Kaufman. 

Senator Kaufman. Mr. Killinger, you seem to have some opin- 
ions about why WaMu was seized. Why do you think WaMu was 
seized? I know it was after you were gone? 


1 See Exhibit 30, which appears in the Appendix on page 544. 

2 See Exhibit 31, which appears in the Appendix on page 546. 
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Mr. Killinger. As I mentioned in my comments, I think Wash- 
ington Mutual was very well positioned with its capital and oper- 
ating plan to work itself through this financial crisis and I think 
it was making excellent progress on that. And I think that it was 
seized, in my opinion, in an unnecessary manner. Clearly, there 
was a lot of pressure on the financial system and regulators and 
policy leaders at that point in time in the wake of the collapse of 
Lehman. However, I just don’t think the company was treated in 
the same equal-handed, fair manner that all other financial institu- 
tions were. 

And it is very much like oxygen — I will use an analogy of oxygen. 
None of us can live if oxygen is choked off for a brief period of time, 
and liquidity is that equivalent in financial services. Liquidity did 
start to become tight, not just for Washington Mutual, but for the 
entire industry for a brief period of time. But policy leaders elected 
to open up those tubes of oxygen for most banks and gave them a 
huge amount of benefits and Washington Mutual inexplicably, in 
my opinion, was not allowed to have the benefits of having that ox- 
ygen come to them for that brief period of time. 

And now, in hindsight, we can see for those that were able to get 
through that brief period and start to get back on the mend that 
the financial position is just extraordinarily different today than it 
was 12 months ago, and I believe Washington Mutual could have 
and should have been able to be one of those surviving banks. 

Senator Kaufman. Why was Washington Mutual specifically? I 
mean, is it just bad luck? 

Mr. Killinger. Well, I think there is just an element of timing. 

Senator Kaufman. I mean, why was it Washington Mutual? The 
others were given the oxygen. You were not. Why was that, do you 
think? 

Mr. Killinger. Well, obviously, I have had a chance to think 
about this for an extended period of time after having been away 
and it just doesn’t look fair to me. And I think that the company 
was not treated fairly earlier in the year when it was excluded on 
that “do not short” list. By removing the target from the backs of 
other banks, it put the target on the back of Washington Mutual. 
I don’t think Washington Mutual was treated fairly when the hun- 
dreds of telephone calls and meetings took place between Wall 
Street executives and policy leaders to decide the fate of how things 
would work. Washington Mutual was excluded from those meet- 
ings. 

And then I think it is just inexplicable that Washington Mutual 
gets quickly seized, and then within a matter of just a few days, 
all of these other measures that gave their lifeblood to the rest of 
the industry took place. And I just think those are unfair things 
and I wanted to speak about that on behalf of all of my fellow and 
past employees and investors who I think were harmed as a result 
of that. 

Senator Kaufman. I mean, do you think Wall Street banks were 
given preference by the regulators? 

Mr. Killinger. Well, in hindsight, you look at the position we 
were in and we made a decision to overnight, instantly, give Wall 
Street banks access to becoming bank holding companies and ac- 
cess to the Federal Reserve for liquidity. We very quickly passed 
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the various legislation that increased the FDIC insurance limit to 
$250,000 and had the FDIC guarantee bank debt. That would have 
been huge for Washington Mutual. They injected the TARP money 
across the board. There were many banks, particularly Wall Street 
banks, that liquidity was a major issue for them and they were 
saved by this. 

Senator Kaufman. What was your relationship with the regu- 
lators before this? Did you have a good relationship with the regu- 
lators? 

Mr. Killinger. We worked very closely with our regulators. I 
think we had frequent meetings with the OTS. As I indicated in 
my comments, at the time I left, which was in early September 
2008, we had not been directed to raise any additional capital. We 
had not been directed to seek a merger partner. So it is almost in- 
comprehensible to me that 2 weeks later, the company — or 3 weeks 
later, that the company is seized. 

Senator Kaufman. Did you ever meet during 2008 with Mr. 
Paulson or Mr. Bernanke? 

Mr. Killinger. I met with Mr. Bernanke on a couple of occasions 
because I was a member of the Thrift Industry Advisory Council, 
which meets actually three times a year with the Federal Reserve. 
I did not meet personally with Mr. Paulson. I did talk to Mr. 
Paulson on the phone. 

Senator Kaufman. OK. Let me ask you some other questions. 
Stated income loans is kind of an unusual thing for me. I am kind 
of new at this. What is a stated income loan? 

Mr. Killinger. Well, as I think we heard this morning, stated 
income loans are loans in which information is put on an applica- 
tion where a customer tells us what their income is and then it is 
not verified. 

Senator Kaufman. And how did it develop? 

Mr. Killinger. Again, that product or that feature has been 
around for many years. I think what we are all dealing with is the 
housing crisis, or the housing boom grew and as competition grew, 
the use of limited documentation and no documentation kind of 
loans certainly expanded. And as we were commenting earlier, as 
we became more concerned that the housing market had increased 
in risk, I think that is one of the elements we all started to take 
a look at. So in our case, we started to cut back on our originations. 
We eliminated some of the product offerings. We tightened under- 
writing. As I heard from David Schneider earlier this morning, at 
one point, we also decided that limited documentation loans were 
not appropriate. 

Senator Kaueman. And what size mortgages were stated income 
loans used for at WaMu? 

Mr. Killinger. Again, I don’t have direct knowledge. What I 
heard this morning is that most loan categories could be done with 
that. 

Senator Kaufman. And when a stated income loan was resold, 
did the bank disclose that a loan was made without verification of 
borrower income? Do you know? 

Mr. Killinger. I have no knowledge about what was put in dis- 
closures or anything in our securitizations. That was done by our 
Capital Corp. and I was simply just not involved in any of those. 
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Senator Kaufman. OK. Do you think people were actually lying 
about their income on these stated income loans? 

Mr. Killinger. Well, clearly, it is speculation because I just don’t 
know. I am certainly very disappointed to think about my cus- 
tomers lying to me because that is fraud and it shouldn’t happen. 
But I think an objective look at things is that there must have 
been situations where people did not tell the truth on their applica- 
tions. 

Senator Kaufman. Mr. Rotella, would you be surprised if people 
were lying on these stated income loans? 

Mr. Rotella. Senator, I believe given the expansion of stated in- 
come lending in the marketplace in general, it would be naive to 
think that there weren’t some who didn’t. 

Senator Kaufman. Do you have reason to believe that WaMu’s 
internal controls are sufficient to deter fraud in these kind of prod- 
ucts? 

Mr. Rotella. Well, as I said earlier. Senator, all fraud is bad 
and there is fraud in all financial products. I have seen that 
throughout my career. As I said, related to WaMu’s operating 
weaknesses, there were certain tools, at least when I got there and 
even at the end, we were trying to implement to help us identify 
fraud. There are automated tools and various techniques you can 
use. WaMu was behind the curve when I joined and we were mak- 
ing strides to get better at it, but by no means were we perfect. 

Senator Kaufman. Why did you decide to stop stated income 
loans, either one of you? Mr. ffillinger, why did you stop doing 
them? 

Mr. Killinger. Well, again, market conditions changed very dra- 
matically with housing prices coming down and there are a number 
of things that we changed. As you heard this morning, we tight- 
ened underwriting. We changed loan products. We ceased offering 
some of the subprime products. We ceased offering Option ARMs. 
We started to go back to more documentation on the loans. And 
there were just a number of things that became more appropriate 
because the housing conditions changed so dramatically. 

Senator Kaufman. So it was just right then when you really 
found out how bad stated loans were? 

Mr. Killinger. Well, I think, again, these are evolutionary proc- 
esses and as it became more evident to us that the housing down- 
turn was going to be greater than we initially thought, we took in- 
crementally more actions. 

Look at it, as I mentioned in my comments, 2 years ago, we were 
one of the first in our peer group to be out there saying we are wor- 
ried about housing. We are going to reduce what we are doing. Do 
you know how tough it is — well, of course you do — to be the only 
major player laying off thousands of employees and having to think 
about their families and what they are doing 

Senator Kaufman. But you can understand that people would be 
concerned that when this thing went down, kind of the old thing 
from Watergate, what did you know and when did you know it, be- 
cause these were being packaged up into mortgage-backed securi- 
ties. So it is really kind of relevant, I think, to figure out when did 
these things happen. If, in fact, stated loans were bad, people knew 
they were bad, and then just went ahead and packaged them up 
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into mortgage-backed securities, you are passing it along to some- 
one else and there is fraud involved in that. So I am not just talk- 
ing about WaMu, but you can — I mean, I am not missing some- 
thing here, am I, here? 

Mr. Killinger. No. All I can talk about is what we did and — 

Senator Kaufman. Yes. 

Mr. Killinger. When I got concerned, we started pulling back 
our operations. We reduced these originations. We cut our market 
shares. We started to go in these directions. I didn’t know there 
was going to be a 40 percent decline in housing prices. 

Senator Kaufman. Right. 

Mr. Killinger. Even in the middle part of 2007, Secretary 
Paulson was saying, I think this housing thing is contained and it 
is not really going to impact the overall economy and lead us into 
a recession. Chairman Bernanke was saying something similar 
about the containment of the subprime issues. So it really wasn’t 
until that second half of 2007 when it became pretty obvious to us 
that things were going to be pretty difficult and we needed to pull 
in our horns even more. 

Senator Kaufman. But all these registered security deals, you 
had to sign them as a CEO, right? 

Mr. Killinger. No, sir. 

Senator Kaufman. You did not? 

Mr. Killinger. No. 

Senator Kaufman. Who did sign them, do you know? 

Mr. Killinger. Again, I was not directly involved in any of our 
securitizations or those securities, so 

Senator Kaufman. Let me ask you about FICO, because we 
talked about that earlier. WaMu used FICO scores, right? 

Mr. Killinger. Yes. 

Senator Kaufman. And are they a good indicator of creditworthi- 
ness? 

Mr. Killinger. Well, historically, the two best indicators of a 
loan performance was loan-to-value ratio and FICO score, and 
those did a pretty good job of predicting how a loan would perform. 
There were other factors, such as the amount of income that some- 
body had and their ability to cover the debt. There were indicators 
about full documentation, limited documentation, adjustable rate, 
fixed rate, conforming, non-conforming, a lot of things that also im- 
pacted. But the two most important were loan-to-value and FICO. 

What changed in this cycle is this whole thing about housing 
prices declining by 40 percent or more. As you heard, I think, this 
morning, all of a sudden, people faced with being underwater in 
their mortgages, and guess what, even if they had a decent FICO, 
their propensity to become delinquent was much greater. 

Senator Kaufman. So you don’t think any of this had to do with 
kind of an explosion that mortgage-backed securities were great, 
people were making a lot of money on them, people that originated 
them making money on them, brokers were making money on 
folks, and Wall Street was making money on it, and that is what 
caused the explosion in mortgage-backed securities and that is part 
of the problem? It was just the fact that the housing market finally 
stopped? 
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Mr. Killinger. Well, I think they are different topics and cer- 
tainly somewhat interrelated. I made a comment in my written tes- 
timony that there is no simple or single cause of what went on 

Senator Kaufman. No, I am just saying that was part. I am not 
saying there is any one single cause. 

Mr. Killinger. Yes. 

Senator Kaufman. I am just saying that was part of it. I think 
that at least the literature keeps saying that as this thing grew 
and got more and more profitable, people kind of reached out a lit- 
tle bit further and stretched things a little more. Where maybe 
something like stated loans may be OK for a while, people just 
started taking and using it as a tool in order to get into more mort- 
gage-backed securities so they could feed this gigantic machine that 
was so incredibly profitable to everybody involved. 

Mr. Killinger. Well, there is no question that there was a tre- 
mendous growth of capital coming in from Wall Street and interest 
in this business and the GSEs 

Senator Kaufman. Right. 

Mr. Killinger [continuing]. And that increasingly put pressure, 
competitive pressures on everybody to adjust loan terms. 

Senator Kaufman. But doesn’t at that point the compensation 
also help, the fact that you were — you set the compensation, right? 
You were part of the process that set the compensation for the 
folks out there generating the loans, right? 

Mr. Killinger. Yes, we did, although I will tell you that people 
have — mortgage representatives have been paid on commission 

Senator Kaufman. The commission, but we had 

Mr. Killinger [continuing]. For many years. 

Senator Kaufman. We had a chart up here that showed that 
there was much more of a commission on the higher-risk, higher- 
return products than there were on the lower-risk, lower-return 
products, right? ^ 

Mr. Killinger. Yes, although, again, I am not intimately famil- 
iar because those were done within the business unit, but I also 
know those change each year and so you have got to look at what 
was it in each year and not necessarily just to one point in time. 

Senator Kaufman. OK. Do you know if the FICO scores in some 
of these, 550, I mean, do you know what the range was of Wash- 
ington Mutual FICO scores? 

Mr. Killinger. Well, again, I don’t have all the intimate knowl- 
edge, but I do know, because I followed what the bulk of the FICO 
scores were for our portfolios, and, for example, our Option ARM 
portfolio had an average FICO score slightly above 700. Our home 
equity was slightly above 730. And our other — prime residential, I 
think, was about 718 or so in that range. And I think in the case 
of Long Beach or the subprime portfolio we held in portfolio, it was 
somewhere in the mid-600s. 

Senator Kaufman. Now, you understand the problem with using 
averages, right? 

Mr. Killinger. I know it. 

Senator Kaufman. The barbell effect 


^ See Exhibit 3, which appears in the Appendix on page 278. 
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Mr. Killinger [continuing]. An absolute barbell, but I don’t have 
the barbell numbers in front of me. 

Senator Kaufman. Right. Yes. 

Mr. Killinger. That is the best I could give you. 

Senator Kaufman. But you do understand that using averages, 
that is what the rating agencies did, and clearly there were folks 
out there — I don’t know, was Washington Mutual one of them that 
was using a barbell kind of distribution? 

Mr. Killinger. No. We had cells, matrices that show every FICO 
at every band and also against the loan-to-value against every one 
of those FICOs. I just don’t have that detail. 

Senator Kaufman. Some of the information that some of the 
loans were being sold were clearly questionable, is that your feeling 
that everything that you sold while you were CEO of Washington 
Mutual, the vast majority of it was loans that weren’t — ^you didn’t 
know were delinquent? No one knew they were delinquent? No one 
knew there were any problems with them? Is that fair to say? 

Mr. Killinger. I believe — yes. Clearly, our policy and what I be- 
lieve is that at the time when certain loans were sold — all of our 
loans were sold — that we felt that would be appropriate for the cus- 
tomer. We had put out responsible lending principles, in fact, that 
require us to make that proactive look. Is this an appropriate prod- 
uct for the customer, and given the times, do we think it is reason- 
able? That changed when the housing market changed. That is why 
we pulled back and stopped originating Option ARMs and did the 
same on certain subprime products, because given what happened 
to the housing market, those products were no longer appropriate. 
But at the times when they were part of our arsenal, we thought 
that they would be appropriate. 

Senator Kaufman. What do you think, Mr. Rotella? Is the vast 
majority of products you were selling through mortgage-backed se- 
curities were safe for customers? There wasn’t any fraud involved. 
There were no loans ready to be delinquent, anything like that that 
you know of? 

Mr. Rotella. Senator, the company again was a massive mort- 
gage lender. 

Senator Kaufman. Sure. 

Mr. Rotella. As I said earlier, prior to my arrival it was No. 2 
in the industry, and it peaked at about $420 billion in originations 
in 2003. So the amount of product either put into portfolio or sold 
was significant. So in any business doing that amount of volume 
over a number of years, particularly given some of the weaknesses 
in the operating infrastructure, you are going to have loans that 
will get into the securitization process that probably should not 
have. 

Our policies, my policies when I was at JP Morgan Chase for 18 
years and CEO of their mortgage company, you would not do that. 
And if you knew about it, you would stop it, and 

Senator Kaufman. You must have been alarmed when you read 
about these Long Beach memos and the things that Chairman 
Levin is talking about where people were cutting and pasting and 
things like that were going on at a time when it was pretty clear 
that the explosion — not only the new explosion in new houses being 
sold, but the explosion of mortgage-backed securities, this great 
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sucking sound as we brought all these things into it, you had to 
be concerned that people were beginning to bend the rules, espe- 
cially with the compensation. I mean, you are a smart man. As you 
said, you have loads of experience in this business. You just look 
at these things, and you say this business is so big, I do not know 
what is going on. This is a business that is exploding. It is explod- 
ing in a very competitive time. People’s compensation was based on 
doing well, and doing well meant selling as many risky things as 
you could. 

I mean, you had to at least have a feeling that there was some- 
thing going on here that was a little scary. 

Mr. Rotella. Senator, Chairman Levin repeated a couple of 
colorful comments I made in some emails about my views of the 
business. As I said in my opening statement, this business was on 
an explosive growth path when I joined. It was on an explosive 
growth path with a very weak infrastructure. 

Senator Kaufman. Exactly. 

Mr. Rotella. I was brought in there to fix that, and I worked 
night and day to do that, brought in the people to do that, and we 
made a lot of strides. 

Senator Kaufman. Yes. 

Mr. Rotella. We also brought that business down significantly. 
So if I was not concerned, I would not have taken some of the ac- 
tions I did to bring in new management, to bring in new tech- 
nology, to restructure the business, and to take volume down, and 
ultimately shut down the subprime business totally, as well as Op- 
tion ARMs. 

Senator Kaufman. And also shut down Long Beach, right? 

Mr. Rotella. I did recommend the shutting down of Long Beach. 

Senator Kaufman. Good. Let me ask you, Mr. Killinger, just a 
final question I have. With all that going on, you get a report from 
Mr. Vanasek and Mr. Cathcart; they are worried about an impend- 
ing crisis due to lax standards and poor internal controls as early 
as 2004. When they came and talked about that, didn’t it kind of 
send chills — I mean, you made Washington Mutual what it is 
today. The idea that your two risk officers one right after another 
coming in in 2004 and saying, we have got a real big problem 
here — kind of go through what went through your head between 
2004 and 2005 and 2006. 

Mr. Killinger. This is relating to the subprime business? 

Senator Kaufman. Yes, the whole thing that they were just con- 
cerned about lax standards, poor reports from Long Beach, all the 
things that were coming into your office — ^you are the CEO — and 
your two top risk guys are saying we have a real serious problem 
here. And, obviously, you hired Mr. Rotella because you were con- 
cerned about this. 

Mr. Killinger. Absolutely. So, again, let me put it very quickly 
into perspective. 

First, Long Beach mortgage was a very small part of our oper- 
ation, maybe 3 percent of our employees, and it was just a small 
part of what we were doing. So when reports arose that there were 
some problems there, the first time I actually instructed our gen- 
eral counsel to go in and work on getting things cleaned up in 
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terms of the represenatives and warranties and getting it straight- 
ened up, and they thought they were making some progress. 

Then I had a brief period where it looked like things were going 
along OK. Then we started to get some reports about that we are 
seeing some more problems. So we decided to change out manage- 
ment, saying, go ahead, I want a new opportunity to get in here. 
And it was also obvious, again, overall that the company had ex- 
panded to a size that it was appropriate — in 2004, we made a deci- 
sion to bring in a president and chief operating officer to be able 
to be hands-on and be on top of these things because, frankly more 
and more of my time was being pulled away from all the things 
and travel you have to do as a CEO. And we thought that would 
be a very good structure. And I think that was the right thing to 
do, and I think that it was not only bringing Mr. Rotella in. He in 
turn brought in a lot of talent in the mortgage space where we 
needed the most talent, including — you saw David Schneider and 
David Beck, and just a whole host of other people that came in be- 
hind it. 

So our response to these ongoing problems was to try to fix it, 
change out management, try to work as hard as we could, but then 
also understanding that the market was getting progressively more 
difficult, and that kind of tipped us at one point of saying, I think 
we are making some progress here, but the market has gotten 
tough enough, let us just plain close that business down. 

Senator Kaufman. Thank you. 

Senator Levin. Thank you. Senator. Dr. Coburn. 

Senator Coburn. Mr. Killinger, I want to refer you to Exhibit 
39,1 where, on April 3, 2007, you said, “I think we better be well 
prepared to defend the Option ARM portfolio.” If you will go to Ex- 
hibit 39, that is in a statement that you made. 

Mr. Killinger. OK. Yes. 

Senator Coburn. What I would like to know, did you believe at 
that time that Option ARMs were likely to cause widespread prob- 
lems and this would force WaMu to defend its actions? 

Mr. Killinger. No. 

Senator Coburn. What was the basis for that statement? 

Mr. Killinger. The statement was I was passing on to some ex- 
ecutives a letter that I received from somebody outside of the orga- 
nization who had an opinion about Option ARMs, and part of why 
I was passing it on is to the folks to think through both what does 
this mean in terms of what investor interest might be and how we 
might need to explain about Option ARMs to the investors in our 
company, and also to take a look, again, if market conditions are 
changing and, if they are, is there anything else that we should 
consider doing in our Option ARM portfolio. 

Senator Coburn. Exhibit 11, ^ you said, in April 2006, “We may 
want to continue to sell most of the Long Beach originations until 
everyone gets comfortable with credit.” Why do you think anyone 
would have wanted to buy what you were selling if the Long Beach 
product was bad? 


^See Exhibit 39, which appears in the Appendix on page 628. 
2 See Exhibit 11, which appears in the Appendix on page 414. 
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Mr. Killinger. Well, again, Long Beach’s business model was to 
originate and sell its products ever since we bought them, so that 
was their sole business model, was to originate and either sell its 
loans or into securitizations. We were in the process of changing 
that business to move it under the bank so that we had more flexi- 
bility to potentially retain some of the loans that we would origi- 
nate, and we just started to do some of that process. But I wanted 
to be assured that before we expanded our volumes and took more 
into portfolio and changed what we were doing, that we felt very 
comfortable about credit, processes, and all those kinds of things. 

Senator Coburn. In Exhibit 50, ^ Mr. Beck said to you, in Novem- 
ber 2006, that Long Beach Mortgage Computer paper is “among 
the worst performing paper in the market in 2006.” Did you see in 
April what Mr. Beck found to be true in November, namely, that 
LBMC paper was going to tank? 

Mr. Killinger. No, I do not recall this. 

Senator Coburn. So you were not aware of his statement that 
it was the worst in the market? 

Mr. Killinger. I do not see what you are referring to 

Senator Coburn. Mr. Beck said in Exhibit 50, in November 2006, 
that Long Beach Mortgage Corporation paper is among the worst 
performing paper in the market. 

Mr. Killinger. OK. I just do not recall seeing this memo. 

Senator Coburn. Who is the memo addressed to in front of you? 

Mr. Killinger. The one I am seeing is David Schneider and Ar- 
lene Hyde. 

Senator Coburn. So you were unaware of their assessment of 
your paper. 

Mr. Killinger. Again, I just do not recall the specifics of this at 
all. 

Senator Coburn. OK. Exhibit 78a, ^ in this email exchange from 
March 10, 2005, with Jim Vanasek, you wrote, “I have never seen 
such a high risk housing market as market after market thinks 
they are unique and for whatever reason are not likely to experi- 
ence price decline. This typically signifies a bubble.” 

Is it accurate to say that you saw a bubble in housing prices as 
early as March 2005? 

Mr. Killinger. Yes. 

Senator Coburn. Did you see a bubble in housing prices before 
March 2005? 

Mr. Killinger. I do not recall my exact timing. I do remember 
making public comments beginning in the middle part of 2005. I 
remember talking to the board from time to time about that there 
was growing risk because housing prices are growing faster than 
the rate of inflation. But also at the same time, I can remember 
everybody arguing of why that is going to be OK and it is unlikely 
to be a significant downturn in housing. 

We were kind of the front edge of trying to assess that there was 
a concern here. 

Senator Coburn. Well, that follows into my second question be- 
cause in January 2005 is when you pushed forward a high-risk 


^See Exhibit 50, which appears in the Appendix on page 670. 

2 See Exhibit 78a, which appears in the Appendix on page 790. 
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lending strategy for board approval. Only 2 months earlier, if you 
saw that prices would decline in the near future, why would you 
be pushing through a high-risk strategy on a market that you 
thought was a bubble? 

Mr. Killinger. Well, Senator, we approved a new strategic plan 
in actually that summer of 2004, and this is not the whole plan. 
Remember, this is a small part of our business. But part of that 
plan was increasing the subprime portfolio that we had in our port- 
folio over a period of time. But I also was very careful to say that 
is going to be subject to market conditions and we will be opportun- 
istic. And the reality is we did not execute on that. We ended up 
shrinking that portfolio that we held, rather than growing it. 

Senator Coburn. Yes, and this chart actually shows that. 

Mr. Killinger. No. What shows is what we held in portfolio, and 
the facts 

Senator Coburn. The loan originations also show it. 

Mr. Killinger. Yes, our originations declined and our market 
share of subprime originations declined from — first of all, we were 
only 6 percent, and we cut it to about 3 percent, and that market 
share was about half of what we had in the overall market. But 
in terms of what we held in portfolio, the portfolio shrank, and we 
had plans to grow it. 

Senator Coburn. Between 2004 and 2005, at the time you shift- 
ed towards this high-risk strategy, at the same time you switched 
from doing business with Fannie Mae to doing more business with 
Freddie Mac. Is that simply a coincidence? Or was there a business 
advantage to moving to Freddie Mac from Fannie Mae? 

Mr. Killinger. I do not have the personal details of the pros and 
cons of doing business with each of them. Those contracts were ne- 
gotiated actually in the Home Loans group, and I think Mr. Rotella 
might have been involved there. So I cannot recall why one was 
picked over the other, but we always tried to have them in a good 
competitive position. 

Senator Coburn. I would like to enter into the record the Wash- 
ington Mutual document Fannie Mae alliance and Freddie Mac 
business relationship proposal from May 2005. ^ Here is what your 
executive summary says. The key to the Freddie proposal is it pro- 
vides significant liquidity for our Option ARM originations with 
more advantageous credit parameters, competitive G-fees and pre- 
ferred access to the balance sheet relative to our current agreement 
with Fannie. So it was an economically driven position. 

Mr. Killinger. Yes, that sounds like a better deal, and not just 
Option ARMs, but I think I also heard better guarantee fees in 
that explanation. 

Senator Coburn. All right. I have one final question for you, Mr. 
Killinger. At one time towards the end, before the FDIC came in 
on your business, were you in negotiations to sell this business? 

Mr. Killinger. In the spring of 2008, we determined that the 
housing market was continuing to soften and that we needed to ei- 
ther raise new capital or seek a merger partner. And the board 
went through a very thorough review of alternatives at that time, 
and we considered both the potential sale, then we looked at the 


^See Exhibit 90, which appears in the Appendix on page 920. 
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equity infusion that we could get, and we ultimately made a deci- 
sion to take in $7.2 billion in an equity infusion. And that is what 
the board elected to do. 

Senator Coburn. And how were you going to do that? 

Mr. Killinger. We did it. How? 

Senator Coburn. So how did you accomplish that $7.2 billion eq- 
uity infusion? 

Mr. Killinger. It was a combination, as I recall, of a convertible 
preferred that basically most of it would convert into a common 
once we got the additional shares approved by shareholders, and 
there were certain warrants attached to that, and it was led by a 
private equity — a number of large institutional investors. 

Senator Coburn. So you actually sold that equity and those war- 
rants and that convertible preferred? 

Mr. Killinger. There was a private placement offering of those. 

Senator Coburn. But it was sold. 

Mr. Killinger. Yes. 

Senator Coburn. And who represented the other side of that 
transaction? Who was the broker-dealer or the underwriter? Who 
was the lead placement firm? 

Mr. Killinger. The lead placement for us would have been Gold- 
man Sachs and Lehman Brothers, I believe. 

Senator Coburn. OK. All right. 

Mr. Rotella, under Exhibit 2a, ^ and in your testimony ^ you men- 
tioned that Washington Mutual had adopted the high-risk lending 
strategy before you arrived. That is on page 4 of Exhibit 2. You 
said, “I did not design this strategy” on page 5 of your testimony. 
Did you mean to imply some distance between yourself and this 
strategy? 

Mr. Rotella. Senator, as I said in my opening statement, short- 
ly after arriving at Washington Mutual and having been an ob- 
server from JP Morgan Chase, I was aware of the fact that the 
company had an extreme concentration in real estate loans as a 
thrift. It had a concentration in Florida and in California, 60 per- 
cent of its mortgage assets. As I said earlier, it was going through 
explosive growth, particularly in higher-risk lending, and the oper- 
ating infrastructure was quite weak. That combined with the view 
that the housing market was softening led a group of us to begin 
a process of diversifying the company and de-emphasizing the 
mortgage business, which over time we hoped would lead us to a 
company that was concentrated less in real estate and had other 
asset classes. 

Senator Coburn. So in your testimony, on the one hand you say 
that you were simply carrying out the chairman and CEO’s strate- 
gies as far as the high-risk category; but on the other hand, you 
are saying it was your decision to decrease the high-risk lending. 
Which is it? 

Mr. Rotella. Senator, no, I am not saying it was my decision, 
but I and others believed that the company needed to diversify 
itself and move away from its mortgage legacy. That was a discus- 
sion amongst a number of executives and ultimately up to the 


^See Exhibit 2a, which appears in the Appendix on page 229. 

2 See Mr. Rotella’s prepared statement which appears in the Appendix on pge 169. 
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CEO, and we made a firm decision to take some of the proactive 
steps that I have mentioned in the mortgage business and also 
begin to diversify some of our other businesses. 

Senator Coburn. What was going on at Long Beach other than 
what we have discussed here today that required the whole man- 
agement structure to be changed, in your view? 

Mr. Rotella. When I joined WaMu in 2005, a big organization, 
I moved from the east coast to the west coast and was getting fa- 
miliar with the company, my first focus was in the main home 
loans business, which did not have a leader at the time. It was re- 
porting up to the same person who was running both our commer- 
cial mortgage and our subprime business. I took that business over 
and ran it myself until I hired somebody, and as I instituted a se- 
ries of business reviews in the company, I became increasingly con- 
cerned at a couple of things in Long Beach. One, the growth path 
was just incredibly rapid, and, two, I could not get transparency 
into what was happening in the business, which always worries an 
executive. 

Over the course of that second half of the year, I became increas- 
ingly concerned, and ultimately towards the end of the year, there 
was this fairly significant repurchase blow-up that has been dis- 
cussed earlier in the day. I made a recommendation at that point 
to move forward on making management changes based on the 
combination of those factors. 

Senator Coburn. All right. One last question, if I could. How de- 
pendent, in your view, was Washington Mutual on its relationship 
with Fannie Mae and Freddie Mac? 

Mr. Rotella. Well, like all big mortgage lenders. Senator, 
Fannie Mae and Freddie Mac were important, and I would not call 
it dependent, but there was a substantial amount of production 
that was sold off to either Fannie or Freddie. After I got there, it 
was switched over to Freddie Mac. So depending on what level of 
dependency you would like to characterize it as, any mortgage 
lender that is in the mortgage business, given the government ad- 
vantages and the duopoly that Fannie and Freddie had, needed to 
do business with them. It would be very difficult to be a mortgage 
player without them. 

Senator Coburn. All right. Thank you. 

Mr. Killinger, one last question. At any time prior to the closure 
by the FDIC, did you have conversations with a major financial 
firm in New York about the sale of your business to them? 

Mr. Killinger. As I commented previously 

Senator Coburn. I am asking the question again specifically to 
give you a chance to answer that question. Did you have conversa- 
tions with principals of financial firms in New York City about the 
sale of WaMu or the capture of WaMu by a larger financial institu- 
tion? 

Mr. Killinger. Yes, and as I said earlier, that was in the spring, 
in that March-April period when the board considered all strategic 
alternatives between raising capital as well as 

Senator Coburn. And that was Goldman Sachs and Lehman? 

Mr. Killinger. They were the investment bankers working with 
us. 
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Senator Coburn. Were there others that you had conversations 
with? 

Mr. Killinger. Well, they were representing us. 

Senator Coburn. Who did they have conversations with in terms 
of the sale of the business, not raising additional capital but the 
sale of the business? 

Mr. Killinger. There were, I will say, a handful of potential in- 
terested parties. We put out a net that was broad, both domesti- 
cally and internationally, to see if anyone would be a potential 
partner at that time, and the investment bankers talked to a num- 
ber of them, and then there were a couple of parties that we talked 
on a more private basis. 

Senator Coburn. Would you be so kind as to give the Sub- 
committee the names of those individuals? 

Mr. Killinger. I am not sure that has been publicly disclosed. 
I am not sure what my rights are. 

Senator Coburn. Well, your company is gone, and for us to get 
to the bottom of this, we need to know every detail. So you can 
refuse to answer, and then we will work on that. But the fact is 
that information is going to come out, and good lawyers do not ask 
questions they do not already know the answers to. So I think it 
would probably be beneficial — and I am not a lawyer, by the way — 
for you to give us that information. You do not have to do it pub- 
licly, but you can give it to the Subcommittee. 

Mr. Killinger. OK. It is Exhibit 89. ^ 

Senator Coburn. All right. Thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator Coburn. 

Let me go back to your strategy. You say you adopted this shift 
to high-risk strategy in 2004 and 2005. Is that correct? But that 
it was not implemented, you did not execute it. 

Mr. Killinger. Not all elements. 

Senator Levin. Well, you surely executed your focus on high-risk 
products. Take a look at Exhibit Gb.^ Take a look at that exhibit, 
called “Home Loans — 2007 Strategy Team Goals, Updated 11/12/ 
07.” Your goal is “GROWTH, 45%; Drive Nonprime expansion ini- 
tiative . . . Support market share Increases for nonprime product.” 
Key to success: “Focus by all channels on targeting higher-margin 
products.” That is higher-risk products. 

Mr. Killinger. OK. I am sorry. I am behind Tab 6. 

Senator Levin. You sure tried to execute that new strategy for 
at least a year, year and a half. 

Mr. Killinger. And, Senator, we did execute elements of it. 

Senator Levin. Well, let us just focus here on higher-margin 
products. You want to focus all channels on targeting higher-mar- 
gin products, drive non-prime expansion initiative. That is your 
goal. 

Mr. Killinger. I am trying to catch up here. 

Senator Levin. Updated 11/12/07, by the way. Do you see that, 
“Updated 11/12/07”? 


^ Exhibit 89 is a Sealed Exhibit and is retained in the files of the Subcommittee. 
2 See Exhibit 6b, which appears in the Appendix on page 342 
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Mr. Killinger. OK. I am seeing this, yes. OK. So this is the tar- 
get for the Home Loans group that we are looking at, not the com- 
pany. 

Senator Levin. Right. Drive non-prime expansion. 

Mr. Killinger. Yes. 

Senator Levin. OK. 

Mr. Killinger. If I could, again — ^because I am setting the — with 
the hoard setting the strategy for the overall company, it really 
needs to he in the context, when we talked about diversifying the 
company, that included having a strategy for entering the credit 
card business, and we subsequently did the Providian acquisition, 
which was a significant part. 

It also had a material reduction in interest rate risk. That is why 
we sold so many mortgage servicing rights. And we also had, even 
in the Home Loans area, that this would be a lesser part of our 
overall business, and that the primary growth of the business 
would be in our retail banking stores, and that is where we are 
going to open up significant numbers of retail banking stores. 

So the overall context of the company is still a shrinkage of the 
home lending business, but within the home lending business that 
we would have more of a focus on some of these other products. 

Senator Levin. Some of the other products being high-risk prod- 
ucts. 

Mr. Killinger. Like subprime, but which we did not execute on. 

Senator Levin. Well, you executed on a bunch of high-risk prod- 
ucts. You have Option ARMs, subprime, home equity. You executed 
on them. 

Mr. Killinger. We did execute on expanding our portfolio in 
home equity. We did not expand the portfolio of Option ARMs. Op- 
tion ARMs actually declined in the size of those portfolios. 

Senator Levin. It was still larger than it was in 2003, so you had 
a significant amount of Option ARMs even as late as 2006. But this 
is a 2007 document talking about channeling — focus “all channels 
on targeting higher-margin products.” Those are higher-risk prod- 
ucts. That is November 2007. 

Here is what you said, June 6, 2006, in your reports “Finally, 
our Home Loans group should complete its repositioning” — that is 
the repositioning that you had decided on in 2004 and 2005, to 
focus more on high risk. June 6, 2006, “Our Home Loan group 
should complete its repositioning within the next 12 months” — so 
that is June 2006 to June 2007 — “and will be in a position to profit- 
ably grow its market share of Option ARM, home equity, subprime, 
and Alt A loans.” 

Mr. Killinger. That was the plan. We just did not execute it be- 
cause of changing market conditions. 

Senator Levin. I know, but on June 6, 2006, you are still plan- 
ning on executing it. This was a plan that you shifted to in 2004 
and 2005. So you did execute this for about a year, a year and a 
half 

Mr. Killinger. We started down that direction, but much less 
than what we had planned, and as housing became more chal- 
lenging, we moved even further away from that plan. 


^ See Exhibit 6d, which appears in the Appendix on page 357. 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm00119 Fmt6633 Sfmt 6633 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


108 


Senator Levin. I understand, but I do not think you ought to get 
away with the statement you did not execute it. You did execute 
on it for about a year, a year and a half. You tried to execute it 
until the market changed. 

Mr. Killinger. OK. 

Senator Levin. Now, here is a pie chart we have here which 
shows the percentage of your inventory which is high risk com- 
pared to the low risk.i Just take a look at 2003 in blue. In blue, 
the majority low-risk, 30-year loans, fixed loans. 2004, look at the 
dramatic shift. The red is your high risk, and as a part of your in- 
ventory, starting in 2004 going through 2005, 2006, 2007, the blue, 
which is your traditional 30-year, typically fixed loans, become no 
more than a quarter of your inventory. The high-risk part of the 
inventory goes from about a third in 2003 to three-quarters in 
2007. So you may have shrunk your total inventory, but as a per- 
centage of your inventory, you are still focused on high-risk prod- 
ucts. Is that accurate? 

Mr. Killinger. No, sir. 

Senator Levin. OK. Then tell me where that is wrong. 

Mr. Killinger. But this is a chart not of inventory, it is a chart 
of mortgage origination. 

Senator Levin. I should have said that. Is that accurate in terms 
of your originations and your purchases by percentage? 

Mr. Killinger. I believe it is. 

Senator Levin. OK. That is fine. I stand corrected. In terms of 
originations and your purchases by percentage, two-thirds low-risk, 
fixed mortgages in 2003. Starting in 2004, 2005, 2006, 2007, it be- 
come less than a quarter by 2007. And that is the point. You 
changed your strategy. You shrunk the whole pie. That is true. But 
you also started to implement your high-risk strategy, and that is 
clear from your own words which I just read, and when the strat- 
egy became frustrated because of the market, you then shrunk the 
whole pie. But you did not shrink the percentage of your origina- 
tions and purchases that went to the high-risk products. 

Mr. Killinger. And, Senator, the one point I want to be crystal 
clear on is that 2002 and 2003 were very unusual years for fixed- 
rate products because the country was going through a massive re- 
financing boom, and that is where so much of the origination was. 
If I went back to a more normalized time, like 2 years before that, 
you would have seen a balance that was more reflective of 2004 
and 2005 and 2006 than it was of 2003. It is the only point I want- 
ed to make there. 

Senator Levin. June 12, 2006, I am going to read this again: “Fi- 
nally, our Home Loans group should complete its repositioning 
within the next 12 months” — that is your strategy, June 2006 — 
“and will be in a position to profitably grow its market share of” — 
you are trying to grow your market share of high risk in June 
2006. That is your plan. Option ARM, home equity, subprime, Alt 
A loans, that is your plan, right, in June 2006. I know that it 
changed after that, but that was still your strategy. I am just read- 
ing your words. 

Mr. Killinger. We had the plans 


^See Exhibit li, which appears in the Appendix on page 223. 
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Senator Levin. In June 2006, you still had the plan. 

Mr. Killinger. If market conditions were satisfactory and we 
could execute profitably on that 

Senator Levin. That is always true about market conditions, but 
your plan was, “Our Home Loans group should complete its repo- 
sitioning within the next 12 months and will be in a position to 
profitably grow its market share of Option ARM, home equity, 
subprime, and Alt A.” Those are the high-risk loans. I am just 
reading your own words. 

Now, let us turn to Exhibit 34, ^ which is an internal WaMu re- 
view by its Risk Mitigation and Mortgage Fraud Group. This is 
September 8, 2008. You are right here on the brink of going out 
of business, but that is not the point here that I am trying to read. 

Take a look at the first finding. This is September 8, 2008. This 
is, I think, a couple weeks before you were taken over. The first 
finding of the review, page 3. I want to get back to all the fraud 
here, because it is one thing to say that you could not know with 
certainty that there was a housing bubble that was going to burst, 
even though you predicted it. The issue is not that you did not 
know when the housing bubble would burst. The problem is what 
did you know about what was going on in your own company in 
terms of how much fraud was going on. That becomes the issue 
that I want to focus on, the level of fraud and what you knew or 
did not know about that. 

Here is what you were told in 2008. This is September 8, 2008. 
“The controls that are intended to prevent the sale of loans that 
have been confirmed by Risk Mitigation to contain misrepresenta- 
tions or fraud are not currently effective.” Now, that should have 
set off some alarm bells. Your fraud controls and misrepresentation 
controls are not effective. And it says, “There is not a systemic 
process to prevent a loan in the Risk Mitigation Inventory and/or 
confirmed to contain suspicious activity from being sold to an in- 
vestor.” 

And then there is a test of 25 loans; 11 reflect a sale date after 
the completion of the investigation which confirmed fraud. That is 
going on inside your company. You cannot predict with certainty 
the bubble. But this is what is happening inside your company 
when you got that report. 

Maybe I should ask Mr. Rotella as well. You got this report. 
What was your reaction? 

Mr. Rotella. Senator, any instance of fraud that I became 

Senator Levin. I know, but what was your reaction to this docu- 
ment? I know any instance of fraud — I got that. That is the way 
people should react. But now you have a document saying not any 
instance. Look, this is what happened. You do not have any con- 
trols for fraud and it is going on. 

Mr. Rotella. Senator, there were instances of fraud I was aware 
of over the 3V2 years I was at WaMu, and as I said, I author- 
ized — 

Senator Levin. No, I mean controls. 

Mr. Rotella. Budgets, people, expenses to put in fraud moni- 
toring tools. 


^ See Exhibit 34, which appears in the Appendix on page 564. 
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Senator Levin. Not effective. That is what you were told. 

Mr. Rotella. Clearly, this report indicates that in September 
2008, about 3 weeks before the seizure of the institution. 

Senator Levin. It says something else. It says that there is “evi- 
dence that this control weakness has existed for some time.” A lack 
of controls for fraud, according to this report — this is your own in- 
ternal report — has existed for some time. What was your reaction 
when you read that? 

Mr. Rotella. I don’t recollect exactly what my reaction was, but 
I can tell you that, reading this now, I have the same reaction I 
probably had then. I would not be happy with it and I would au- 
thorize people to fix it. 

Senator Levin. Mr. Killinger, what was your reaction? 

Mr. Killinger. I wasn’t at the company at this time. 

Senator Levin. You had already gone. Well, now that you read 
it, what is your reaction? For some time, controls for fraud in your 
company were not effective. What is your reaction when you see it 
now? 

Mr. Killinger. Exactly what I just heard from Mr. Rotella. You 
read this. It is very serious and you say, get on it. Where are the 
resources? And get it fixed. 

Senator Levin. Now, during a prior panel, we discussed the num- 
ber of emails that show that a decision was made in early 2007 to 
sell Option ARMs that would normally go into the investment port- 
folio. And the reason that decision was made is because similar Op- 
tion ARM loans from the fourth quarter of 2006 were already show- 
ing serious delinquencies. It was authorized that $3 billion in Op- 
tion ARMs would be sold on an urgent basis. You were here, were 
you, both of you, when I went through those documents? 

They were already in the hold-for-investment portfolio, and they 
were reclassified on an urgent basis for sale, clearly because there 
was an assessment made in those emails it is clear these were like- 
ly to be delinquent and damn soon. We had better get rid of these 
damn soon. There is a great risk of default. 

Now, when you look at Exhibit 406,^ if you would, on page 2, one 
of these emails is February 18, 2007, by Cheryl Feltgen, the Chief 
Risk Officer for your Home Loans Division. Here is what she wrote: 
“There is a meltdown in the subprime market which is creating a 
flight to quality. I was talking to Robert Williams just after his re- 
turn from the Asia trip where he and Alan Magleby talked to po- 
tential investors for upcoming covered bond deals backed by our 
mortgages. There is still strong interest around the world in USA 
residential mortgages. Gain on sale margins for Option ARMs are 
attractive. This seems to me to be a great time to sell as many Op- 
tion ARMs as we possibly can. Kerry Killinger was certainly en- 
couraging us to think seriously about it at the [Monthly Business 
Review] last week. What can I do to help? David, would your team 
like any help on determining the impact of selling certain 
groupings of Option ARMs on overall delinquencies?” 

Now, I believe, Mr. Killinger, since you are referred to, that you 
remember that? 


^See Exhibit 40b, which appears in the Appendix on page 632. 
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Mr. Killinger. I remember that period of time and being at this, 
we call it MBR or Monthly Business Review, and 

Senator Levin. Do you remember saying that we should think se- 
riously about getting rid of these Option ARMs? 

Mr. Killinger. Not about these Option ARMs. What I do re- 
member is going through a discussion about the benefits of doing 
share repurchase versus growing our balance sheet. 

Senator Levin. Do you remember a discussion about delin- 
quencies and that being a reason why you had better get rid of Op- 
tion ARMs quickly, because they are likely to become delinquent? 
Do you remember those conversations? 

Mr. Killinger. I don’t recall the specifics, that the reason was 
around delinquencies or around attractive pricing, that others were 
buying assets at very good prices and we would be better off to re- 
deploy our capital in some other way. 

Senator Levin. She says you talked about this subject and that 
delinquencies were — these emails were full of that subject. What 
you are saying is delinquencies may have been part of the con- 
versation? 

Mr. Killinger. I just don’t recall because I haven’t seen other 
documentation and I wasn’t, I don’t think, directly included on 
these. 

Senator Levin. All right. Did you know that during the first 
quarter of 2007, that WaMu was securitizing Option ARM loans be- 
cause of their greater likelihood to fail? Did you know that? 

Mr. Killinger. I don’t have a recollection of that. 

Senator Levin. What did you think when you heard these emails 
today? Did that surprise you? Did that trouble you, that suddenly 
delinquencies hit very hard, and now you have got your staff that 
is saying, we had better get rid of these quick. Did that trouble you 
when you heard it today? 

Mr. Killinger. Well, I don’t recall having seen something like 
that before, so it was — it is just something that was new to me 

Senator Levin. And when you heard it today, when it was new 
to you, what was your reaction? 

Mr. Killinger. Well, my reaction on the plus side was that if 
they were talking about 

Senator Levin. No, just what I read, delinquencies, delin- 
quencies, delinquencies, urgent, urgent, urgent, midnight emails. 
We have got to move quickly on this. When you heard that, what 
was your reaction to it? 

Mr. Killinger. Well, when I heard about the urgency, it was 
more around that they need to be in a very timely way to do a 
transaction. I didn’t get it about that it was because there is going 
to be an urgent change in loan performance or something. But 
when we decide to go sell or buy an asset, I know these people have 
to move fairly quickly to identify what they want to sell and buy, 
and there is also a factor of the geographic concentration, because 
we had — it is difficult for us because we kept trying to find ways 
to reduce our concentration in California because we had a natural 
propensity to originate so many loans there. 

Senator Levin. Mr. Killinger, that is maybe what you would 
have liked to have heard, but I am asking you what you heard 
today. 
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Mr. Killinger. Yes. 

Senator Levin. What you heard today was these loans are delin- 
quent. We are having a heavy flood of delinquent loans in the 
fourth quarter. And then the criteria for those loans were laid out. 
And then there was a decision made urgently. We have got to sell 
these loans. We can still sell them. It was significantly based on 
delinquencies. It was the subject of every single email. 

Now, when I read that, you may have wanted to hear that you 
wanted to sell them in order to gain capital, but what I read to you 
was that there was a high rate of delinquencies and we have got 
to move quickly. And my question to you is, when you heard that — 
not what you wanted to hear, what you did hear, I hope, and I read 
them and I am not going to go through them again unless you want 
me to — did that trouble you? Would selling those mortgages for 
that reason trouble you without disclosing that to investors? Would 
that trouble you? 

Mr. Killinger. It would trouble me certainly if it didn’t have the 
proper disclosures which we had. 

Senator Levin. OK 

Mr. Killinger. I do want to make one point, to be very careful 
in here. I don’t know if it relates here, but we had a regular pro- 
gram of selling non-performing assets. It was part of our risk miti- 
gation program, where we would take problem assets, pool them 
up, sell them off to investors that were interested in buying those. 

Senator Levin. Right, but that is not what I am talking about. 
I am talking about here you had a significant flood of delinquencies 
in that fourth quarter. You were continuing to originate or to buy 
these Option ARMs. You had a study made. That study showed 
that certain specified criteria were the key factors in those delin- 
quencies. A decision was made, you had better dispose of Option 
ARMs clearly following that assessment. You made an assessment. 
Was that assessment disclosed to investors? 

Mr. Killinger. I have no idea. 

Senator Levin. Should it have been? 

Mr. Killinger. Well, it would seem that would be — certainly, 
any security sale that we have should have all the appropriate dis- 
closures. 

Senator Levin. Would that be appropriate to disclose that assess- 
ment which you made internally relative to the likely delinquency 
of those mortgages? 

Mr. Killinger. Well, again, I have 

Senator Levin. Is that not relevant to a buyer? 

Mr. Killinger. Again, I don’t know what the actual sales were 
and I don’t know what the actual disclosures or anything about 
that. So it is very difficult for me to talk in a hypothetical. 

Senator Levin. You should have been disturbed by what you 
heard here today, OK? It is very clear, you should have been dis- 
turbed by that. I would hope that you would have said, yes, if I had 
known that, I would have been disturbed. That is what I hoped you 
would have said. Instead, you want to wrap it in hypotheticals and 
say, well, it is hypothetical. It is not hypothetical. These are emails, 
one after another, delinquency, delinquency, delinquency, we have 
got to move, we have got to move, urgent, midnight emails, we 
have got to move. I talked to Killinger. He says we have got to 
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move. And now you are saying, well, what, sometimes we sell as- 
sets? We are talking about these emails, Mr. Killinger. 

Mr. Killinger. What I also heard this morning was that Mr. 
Beck didn’t know if we actually sold these or if we sold — what hap- 
pened in the transaction, so I am kind of dealing with the trans- 
action. I just don’t know what actually happened. 

Senator Levin. Should you have known? Were you aware 
that 

Mr. Killinger. No, I wasn’t aware of specifics on that. These are 
not the kind of size and transactions that I would normally get in- 
volved in. 

Senator Levin. You don’t get involved in $3 billion authoriza- 
tions? 

Mr. Killinger. No. Those would be handled within the group. 

Senator Levin. Three billion? 

Mr. Killinger. Yes, out of a $300 billion 

Senator Levin. Yes, but $3 billion being sold on an urgent basis, 
we are going to get — we need $3 billion. We have to do it this quar- 
ter. In fact, the loans that we are originating right now, we are 
going to sell immediately. That is how urgent it was to move on 
this. 

Mr. Killinger, you are under oath here. It seems to me if you are 
not disturbed by this, you should be, and it is hard for me, frankly, 
to accept that you would not be troubled if you had read then what 
you heard this morning. And you are saying that if you had read 
all those emails back then, you would not have been concerned. Is 
that what you are saying? 

Mr. Killinger. I am saying I would be concerned if there was 
anything that was done inappropriate on disclosure, which I don’t 
know. 

Senator Levin. No. I am talking about those emails. Would you 
have been concerned then if you had read those emails? Would you 
have inquired, are we selling these things? Are they part of the $3 
billion? Would you have made that inquiry or thought it ought to 
be made? Are we disclosing this to investors? Would you have 
thought — we have made a study of this. We have looked at the rea- 
son for these delinquencies. We have a guy who says there are 
eight reasons. Here they are. They are laid out. Then you have 
emails that are saying — and these were late in the evening, early 
morning emails, urgent, urgent, urgent, delinquency. Would that 
have troubled you if you had seen those emails then? 

Mr. Killinger. Again, I did not see the emails and I don’t know 
what ended up happening on this 

Senator Levin. Not ended up. I am saying, before. I am just say- 
ing the emails. This is before they were securitized. The decision 
was made to put up to $3 billion of those mortgages into securities. 
Before a decision was picking which ones to put in the securities, 
would you have been troubled by those emails? That is my ques- 
tion. 

Mr. Killinger. Well, I am troubled that it was just on the basis 
of performance. 

Senator Levin. Just what you heard today, just those emails. 
That is all I am asking you. If you had seen those emails — ^you 
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have heard them. I have read them. I will read them again to you. 
Would you have been troubled if you had read those emails then? 

Mr. Killinger. I would have inquired more. I wanted more infor- 
mation. 

Senator Levin. OK. 

Mr. Killinger. That is what I want. 

Senator Levin. OK. Well, I guess that is progress. 

Take a look, if you would, at Exhibit 69a. ^ This is an email from 
you, Mr. Killinger, dated October 12 , 2007. This is responding to 
a colleague’s email discussing the hiring of Goldman Sachs or an- 
other investment bank to help WaMu consider ways to reduce its 
credit risk or raise new capital. Your senior staffer wrote, “we al- 
ways need to worry a little about Goldman because we need them 
more than they need us and the firm is run by traders,” presum- 
ably meaning they act in their own self-interest and not on behalf 
of their clients. 

And here is your response. “I don’t trust Goldy on this. They are 
smart, but this is swimming with the sharks. They were shorting 
mortgages big time while they were giving CFG advice,” CFG being 
Countrywide Financial Corporation. 

Now, what led you to say that Goldman Sachs was shorting 
mortgages big time while giving advice to Countrywide? 

Mr. Killinger. Well, I think this was, again, just a brief com- 
ment. I don’t recall having any specific knowledge, but I probably 
read about that or might have heard in general about what they 
were doing at that same time, and I was just trying to make a 
point, profitably in a little flippant way, that if we are going to en- 
gage an investment bank through here to help us on any of these 
transactions, we need to understand that they may have a conflict 
of interest. 

Senator Levin. Was that a common perception at the time, that 
Goldman Sachs was shorting mortgages big time while giving ad- 
vice to clients? 

Mr. Killinger. Well, as I recall, in that time frame, there was 
some speculation in the press about that and I think that was kind 
of one of the points that was going around on Wall Street at that 
time. 

Senator Levin. But yet you hired Goldman Sachs in the end to 
help you out, is that correct? 

Mr. Killinger. We did use them on the transactions, yes. 

Senator Levin. Now, in your statement, Mr. Killinger, you de- 
scribed how the Office of Thrift Supervision was on site at WaMu 
and approved of WaMu’s actions, like the decision to raise addi- 
tional capital. You have mentioned them a number of times, always 
that they were kind of supporting or approving what you did. What 
you don’t mention in your statement was the Office of Thrift Super- 
vision’s criticisms of WaMu. 

From 2004 to 2008, the Office of Thrift Supervision repeatedly 
leveled serious criticisms of the bank. Here are a couple samples. 

In 2004, “several of our recent examinations,” they wrote, “con- 
cluded that the bank’s single family loan underwriting was less 
than satisfactory due to excessive errors in the underwriting proc- 


^ See Exhibit 69a, which appears in the Appendix on page 759. 
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ess, loan document preparation, and in associated activities.” That 
was May 12, 2004. 

In 2005, OTS wrote, “Underwriting exceptions . . . evidence lack 
of compliance with bank policy. . . . Deficiencies, if left unchecked, 
could erode the credit quality of the portfolio. Our concerns are in- 
creased with the risk profile of the portfolio. . . .” 

In 2006, “subprime underwriting practices remain less than sat- 
isfactory. Continuing weaknesses in loan underwriting at Long 
Beach.” 

In 2007, “too much emphasis was placed on loan production at 
the expense of loan quality. Subprime underwriting practices re- 
main less than satisfactory. Underwriting exceptions and errors re- 
main above acceptable levels.” 

In 2008, “poor financial performance exacerbated by conditions 
within management’s control, poor underwriting quality, geo- 
graphic concentrations in problem markets, liberal underwriting 
policy, risk layering.” That was presented to the Board of Directors 
July 15, 2008 

So year after year, you have OTS citing the bank for weak lend- 
ing practices, and I am wondering, were you aware of those criti- 
cisms? 

Mr. Killinger. Yes. 

Senator Levin. I think, Mr. Killinger, in your opening statement, 
you made reference to Wall Street’s growing appetite for these 
products. Can you expand on that? 

Mr. Killinger. I believe we were talking about back in the hous- 
ing boom period? 

Senator Levin. Yes. And you were talking about your high-risk 
products? 

Mr. Killinger. Yes. Well, clearly, the money was flooding into 
Wall Street both from international sources and domestic sources 
with a very strong appetite for buying various mortgage-related se- 
curities, and I think that very strong pressure to buy certainly had 
an influence on the products that they were willing to buy and ulti- 
mately the kind of conditions around those loans. 

Where we saw a particular change, I will say, is in the Option 
ARM, which for many years was a portfolio product and there was 
not a secondary market. What we saw in the mid-2000s is the 
emergence of a secondary market with Wall Street and Fannie Mae 
and Freddie Mac, and that led to a huge surge in brokers origi- 
nating Option ARMs, and I think that certainly changed the com- 
petitive landscape for us. It caused us to lose significant market 
share and, I think, had an impact on the different competitive fea- 
tures of that product. 

So certainly the development of the secondary markets had a 
huge impact on that product. Similarly, it was the primary outlet 
for the origination of subprime loans, so that demand from Wall 
Street had, I think, a big impact on the criteria that were used to 
underwrite subprime loans. 

Senator Levin. And would you say that the criteria were looser 
as a result of that demand? 

Mr. Killinger. I don’t think there is any question. You heard 
this morning about the layering — we can call it the layering of risk, 
where the loan-to-value ratios might have increased, where there 
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was more of a prevalence of putting second mortgages on top of 
firsts at origination, less documentation of some new products in 
some cases, and very thin pricing because there was so much 
money kind of chasing, wanting to make those loans. 

Senator Levin. You say thin 

Mr. Killinger. Yes, very low margins. 

Senator Levin. So there was this huge demand from Wall Street 
which, I think you would agree, contributed to the reduction in the 
criteria — the loosening of the criteria for these products. 

Mr. Killinger. I think that is absolutely the case. 

Senator Levin. Mr. Rotella, would you agree to that? 

Mr. Rotella. I would. Senator. I would also say that there were 
incredible incentives in the environment to leverage during this pe- 
riod. I also believe that there was a general belief that housing 
would not decline and institutions became excessively reliant on 
models that turned out to be wrong. So that drove a lot of Wall 
Street firms to look for yield, and as we have heard during the day, 
the GSEs had a dominant stranglehold on conforming product, and 
because the yields were so low on that product, there were other 
parts of the market that Wall Street and others looked to essen- 
tially chase yield. 

Senator Levin. I think Mr. Cathcart testified that Option ARM 
home sales depend on housing price appreciation for repayment 
through refinancing and are viable in a healthy market where 
housing prices are constantly on the rise. But when housing prices 
depreciate. Option ARMs become problem assets. Would you agree 
with that, Mr. Rotella? 

Mr. Rotella. I would. 

Senator Levin. And Mr. Killinger, would you agree with that? 

Mr. Killinger. Yes. 

Senator Levin. Well, I want to thank you for your testimony. We 
have a situation here where a bank, a mainstream bank and a 
Main Street bank began as a prudent, well-run bank, but it over 
time engaged in some high-risk and shoddy lending practices, early 
payment defaults, fraudulent information, unreasonable income 
statements, negatively amortizing loans. And then at the end, it be- 
came just a conveyor belt that dropped into the stream of com- 
merce literally hundreds of billions of dollars of mortgages that 
were substandard and dubious. And it wasn’t the only lender doing 
it. We know that. It was one of many. Together, these toxic mort- 
gages contributed to a financial crisis in 2008. 

So we are now debating financial reform. We sure as heck need 
it. We are going to have three additional hearings in the next 2 
weeks which will look at other aspects. It came up today about the 
question of the regulators. Where do they fall short? The credit rat- 
ing agencies, where did they fall short? And the investment banks 
and Wall Street directly, what was their involvement? What was 
their role in this assault on our economy? 

We have to do some financial reform in the Senate. I hope that 
we are going to be taking action with respect to stated income 
loans that have no verification of income or assets. I hope we are 
going to take some action relative to negatively amortizing loans 
that hurt borrowers and increase the risk of default to stop that 
practice from occurring. We have to act on these high-risk loans 
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that are the product of financial engineering, that are turned into 
these high-paying AAA mortgage-backed securities. The short-term 
Wall Street profits that have won for too many years over long- 
term fundamentals have cost this economy dearly. 

We heard a story today which is an in-depth story, which I think 
is a sad story, which cost the State of Washington and Seattle a 
lot of jobs there and around the country. It cost a lot of mortgages 
being foreclosed, and that resulted in a lot of homes lost, and were 
part of the problem that this economy faced that came to a head 
in 2008. 

So we will look at other parts of this in the 2 weeks ahead, but 
in the meantime, we want to thank our witnesses today for coming 
forward. We always appreciate people who are willing to testify, 
even when we have problems with that testimony. So we are grate- 
ful to the two of you. 

We will stand adjourned. 

[Whereupon, at 4:31 p.m., the Subcommittee was adjourned.] 
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Opening Statement of Senator Carl Levin (D-Mich) 
Before the 

U. S. Senate Permanent Subcommittee on Investigations 
on 

Wall Street and The Financial Crisis: 

The Role of High Risk Home Loans 

April 13, 2010 


In the fall of 2008, America suffered a devastating economic assault. It left deep 
wounds: millions lost their jobs; millions lost their homes. Good businesses shut down. 
Financial markets froze, the stock market plummeted, and once valuable securities tun^d 
worthless. Storied financial firms teetered on the edge or went under. The contagion spread 
worldwide. And in October 2008, American taxpayers were hit with a $700 billion bailout of 
Wall Street. 

That bailout was a bitter pill to swallow. But it staunched the bleeding, the economy 
stabilized, and the nation and the world began to recover. Nearly two years later, we are still 
recovering. As part of that recovery effort, we as a nation need to understand vdiat went wrong, 
try to hold peipetrators accountable, and fortify our defenses to ward off another such assault in 
the future. 

To rebuild our defenses, it is critical to understand that the recent financial crisis was not 
a natural disaster. It was a man-made economic assault. People did it. Extreme greed was the 
driving force. And it will happen again unless we change the rules. 

Subcommittee Investigation 

The Senate has a subcommittee that is designed to do in-depth, bipartisan investigations 
into complex issues. It is the Permanent Subcommittee on Investigations, and in November 
2008, we decided to devote our resources to an examination of some of the causes and 
consequences of the financial crisis which continues to this day. 

In the last year and a half, the Subcommittee has dug into the facts. To date, we have 
conducted over 100 — sometimes daylong — interviews and depositions. We have consulted with 
dozens of government, academic, and private sector experts on a raft of banking, securities, 
financial, and legal issues. We have collected and initiated review of millions of pages of 
documents. 

Given the extent of the economic damage and the complexity of its root causes, the 
Subcommittee’s approach has been to develop detailed case studies to examine each stage of the 
assault and lay bare key issues at the heart of the financial crisis. 

Today’s hearing is the first in a series designed to examine fiie financial firms, the 
financial instruments, and the regulatory and market safeguards that failed us. We will hold four 
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hearings over the next two weeks. Throughout, the hearings will examine the role of Wall Street 
and its use of complex financial instruments to transact business, from mortgage backed 
securities to collateralized debt obligations, structured investment vehicles, credit default swaps, 
and more. We will examine how high risk investments displaced low risk investments, even at 
taxpayer-insured banks; how securitizations and financial engineering ran wild; how synthetic 
investments trumped investments in the real economy; and how credit default swaps turned 
investing in America into gambling on the demise of one American company or another. We 
will explore why the regulators, the credit rating agencies, and the market itself failed to rein in 
the abuses. 

The goals of the Subcommittee hearings are threefold: to construct a public record of the 
facts in order to deepen public understanding of what happened and hold some of the 
perpetrators accountable; to inform the ongoing legislative debate about the need for financial 
reform; and to provide a foundation for building better defenses to protect Main Street from the 
excesses of Wall Street. 

Securitization 

So let’s start at the beginning, with an overview, before we plunge into the specifics of 
today’s hearing. Prior to the early 1970s, when someone wanted to buy a home, typically they 
went to their local bank or mortgage company, applied for a loan and, after providing detailed 
financial information and a down payment, qualified for a 30-year fixed rate mortgage. The 
local bank or mortgage company then commonly kept that mortgage until the homeowner paid it 
off 15 to 30 years later. 

Bank regulations required lenders to keep a certain amount of capital for the loans they 
issued, so there was a limit to how many home loans one bank could have on its books. Banks 
got the idea of selling the loans on their books to someone else. They made profit on the sales, 
while getting fresh capital to make new loans to prospective borrowers. Better yet would be if 
they could sell the loans on their books in bulk, in quick, efficient, and predictable ways. 

Wall Street came up with the mechanism of securitization. Lenders bundle up large 
numbers of home loans into a loan pool, and calculate the amount of mortgage payments going 
into that pool from the borrowers. A shell corporation or trust is formed to hold the loan pool, 
and the revenue stream is used to create bonds called mortgage backed securities that could be 
sold to investors. Wall Street firms helped design the loan pools and securities, worked with the 
credit rating agencies to obtain favorable ratings for the securities, and sold the securities to 
investors like pension funds, insurance companies, municipalities, university endowments, and 
hedge funds. 

For a while, securitization worked well. But at some point, things got turned on their 
head. The fees that banks and Wall Street firms made from their securitization activities were so 
large that securitization ceased to be a means to keep capital flowing to housing markets and 
became an end in itself. Mortgages began to be produced for Wall Street instead of Main Street. 
And Wall Street bond traders sought more and more mortgages in order to generate fees for their 
companies and large bonuses for themselves. 
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To satisfy Wall Street’s growing appetite for mortgage backed securities and to generate 
additional income for themselves, banks began to issue mortgages to, not only well qualified 
borrowers, but also high risk borrowers. High risk loans provided a new fuel for the 
securitization engines on Wall Street. 

Banks liked high risk home loans, because they tended to generate higher fees Mid 
interest rates, and produced more profits than low risk loans. They could also be sold quickly, 
keeping the risk off the bank’s books. Wall Street treated high interest rate loans like gold ore 
and were willing to pay more for them. 

Lenders began steering borrowers looking for a 30-year fixed mortgage to higher risk 
loans instead, often using gimmicks like low initial “teaser rates.” Some lenders began 
qualifying borrowers if they could afford to pay a low initial rate, rather than if they could pay 
the later higher rate, expanding the number of borrowers who could qualify for the loans. These 
practices also allowed borrowers to qualify for larger loans. When a borrower bought a bigger 
house, the loan officer or mortgage broker profited from higher fees and commissions; the bank 
profited from higher fees and a better price on the secondary market, and Wall Street profited 
from a larger yield to be sliced up and sold to investors for big fees. 

Volume and speed, as opposed to loan quality, became the keys to a profitable 
securitization business. Lenders that sold the loans they originated passed on the risk, and so lost 
interest in whether the sold loans would be repaid. Even some purchasers lost interest in the 
creditworthiness of the securities they bought, so long as they could purchase “insurance” in the 
form of credit default swaps that paid off if a mortgage backed security defaulted. 

As long as home prices kept rising, the high risk loans that became fuel for the 
securitization markets posed few problems. Those who couldn’t pay off their loans refinanced or 
sold their homes. As this chart shows, which is Exhibit Ifi), over the ten years before the crisis 
hit, housing prices shot up faster than they had in decades. Those higher home prices were made 
possible, in part, by the high risk loans that allowed borrowers to buy more house than they 
could really afford. 

Some who saw that the housing bubble was going to burst made bets against existing 
mortgage backed securities. They sold those securities short, even in some cases while selling 
the same securities to their customers. Some even made bets against mortgage backed securities 
they didn’t own, using what are called naked credit default swaps. Wall Street made money 
hand over fist. 

But the party couldn’t last, and we all know what happened. The housing bubble burst, 
and prices stopped climbing. Investors started having second thoughts about the mortgage 
backed securities being churned out by Wall Street. In July 2007, two Bear Steams offshore 
hedge funds specializing in mortgage related securities suddenly collapsed. That same month, 
the credit rating agencies downgraded hundreds of subprime mortgage backed securities, and the 
subprime market went cold. Banks, securities firms, hedge funds, and other investors were left 
holding suddenly unmarketable mortgage backed securities whose value was plummeting. The 
economic assault had begun. 
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Banks and mortgage brokers began closing their doors. In January 2008, Countrywide 
Financial Corporation, a $100 billion thrift specializing in home loans, was seized by the Federal 
Deposit Insurance Corporation (“FDIC”) and sold to Bank of America. That same month, one 
credit rating agency downgraded nearly 7,000 mortgage backed securities and CDOs, an 
unprecedented mass downgrade. 

In March 2008, as the financial crisis worsened, the Federal Reserve engineered the sale 
of Bear Steams to JPMorgan Chase. In September 2008, in rapid succession, Lehman Brothers 
declared bankruptcy; AIG required a $85 billion taxpayer bailout; Fannie Mae and Freddie Mac 
were taken over by the government; and Goldman Sachs and Morgan Stanley converted to bank 
holding companies to gain access to Federal Reserve lending programs. 

One week later, on September 25, 2008, Washington Mutual Bank, a $300 billion thrift, 
then the sixth largest depository institution in America, was seized and sold to JPMorgan Chase. 
It was the largest bank failure in U.S. history. 

By then, hundreds of billions of dollars in toxic mortgages had been dumped into the 
financial system like polluters dumping poison into a river. The toxic mortgages polluted the 
river of commerce upstream. Downstream, Wall Street bottled the polluted water, and ratings 
agencies slapped an attractive label on each bottle promising safe drinking water. Wall Street 
sold the bottles to investors. Regulators observed the whole sordid process but did little to stop 
it, while profits poured into the participating banks and securities firms. Investors the world 
over — pension fimds, universities, municipalities, and more — not to mention millions of 
homeowners, small businesses, and U.S. taxpayers — are still paying the price and footing the 
cleanup bill. 

That’s the big picture. Today, we start to look at the individual pieces of that picture in 
order to deepen our understanding of what happened. We begin by shining a spotlight on the 
high risk home loans and the mortgage backed securities that those loans produced, using as a 
case history the policies and practices of Washington Mutual Bank. Friday, we will examine the 
banking regulators charged with ensuring the safety and soundness of the U.S. banking system, 
again using Washington Mutual as a case history. In the following two hearings, we will turn to 
the role of the credit rating agencies, investment banks, and others. 

Washington Mutual Case History 

Washington Mutual Bank, sometimes called WaMu, rose out the ashes of the great 
Seattle fire to make its first home loan in 1 890. For many years, it was a mid-sized thrift, 
specializing in home mortgages. In the 1980s and 1990s, WaMu entered a period of rapid 
growth and acquisition, expanding until it became the nation’s largest thrift, with $188 billion in 
deposits and 43,000 employees. In 2003, its longtime CEO, Kerry Killinger, said he wanted 
WaMu to become the Wal-Mart of banking, catering to middle and lower income Americans and 
helping the less well-off buy homes. 

WaMu held itself out as a well-run, prudent bank that was a pillar of its community. But 
in 2005, WaMu formalized a strategy that it had already begun to implement - a movement from 
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low risk to high risk home loans. That move to high risk lending was motivated by three little 
words: “gain on sale.” 

Gain on sale is a measure of the profit made when a loan is sold on the secondary 
market. This chart, which is taken from Exhibit 3, shows a slide from an April 1 8, 2006 
powerpoint presentation entitled, “Shift to Higher Margin Products,” given to the WaMu Board 
of Directors by the President of Wamu’s Home Loans Division. In the upper left there is a box 
that lists the gain on sale for each type of loan WaMu offers. As you can see, the least profitable 
loans are government-backed and fixed loans; the most profitable are Option ARM, Home 
Equity, and Subprime loans. Subprime, at 1 50 basis points, is eight times more profitable than a 
fixed loan at 19 basis points. 

Those numbers are not estimates or projections, by the way. They are the product of 
actual loan data collected by the bank. 

Long Beach. WaMu traditionally had sold mortgages to well qualified or “prime” 
borrowers. But in 1999, WaMu bought Long Beach Mortgage Company (LMBC), which was 
exclusively a subprime lender, lending to people whose credit histories didn’t support their 
getting a traditional mortgage. Long Beach operated by having third party mortgage brokers 
bring proposed subprime loans to its doors, issuing financing to the borrower, and paying the 
brokers a fee. Even then, Long Beach made loans for the express purpose of packaging them, 
selling them to Wall Street, and profiting from the gain on sale. In 2003, Long Beach made and 
securitized about $4.5 billion in home loans. By 2006, its loan operations had increased sixfold, 
and Long Beach’s conveyor belt sent almost $30 billion in subprime home loans into the 
financial system. 

Subprime lending can be a responsible business. Most subprirae borrowers pay their 
loans on time and in lull. Long Beach, however, was not a responsible lender. Its loans and 
mortgage backed securities were among the worst performing in the subprime industry. An 
internal email at WaMu’s primary federal regulator, the Office of Thrift Supervision or OTS, 
stated that Long Beach mortgage backed securities “prior to 2003 have horrible performance. 
LBMC finished in the top 12 worst annualized NCLs [net credit losses] inl997 and 1999 thru 
2003. LBMC nailed down the worst spot at top loser... in 2000 and placed 3''* in 2001.” 

In 2003, things got so bad that WaMu’s legal department put a stop to all Long Beach 
securitizations until the company cleaned up its act. An FDIC report noted at the time that of 
4,000 Long Beach loans reviewed, less than one quarter, about 950, could be sold to investors, 
another 800 were unsalable, and the rest - over half of the loans - had deficiencies that had to be 
fixed before a sale could take place. Several months later, WaMu allowed Long Beach to start 
securitizing its loans again as well as selling them in bulk through what were called “whole loan 
sales.” 


In 2005, trouble erupted again. An internal WaMu audit of Long Beach found that, 
“relaxed credit guidelines, breakdowns in manual underwriting processes, and inexperienced 
subprime personnel. . . coupled with a push to increase loan volume and the lack of an automated 
fraud monitoring tool” led to deteriorating loans. Many of the loans defaulted within three 
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months of being sold to investors. Investors demanded that Long Beach repurchase them. Long 
Beach had to repurchase over $875 million in loans in 2005 and 2006, lost over $107 million 
from the defaults, and had to cover a $75 million shortfall in its repurchase reserves. 

In response, WaMu fired Long Beach’s senior management and moved the company 
under the direct supervision of the President of its Home Loans Division, David Schneider. 
Washington Mutual promised its regulator that Long Beach would improve. But it didn’t. In 
April 2006, WaMu’s President, Steve Rotella, emailed the CEO, Kerry Killinger, that Long 
Beach “delinquencies are up 140% and foreclosures close to 70%. ... It is ugly.’’ Five months 
later, in September, he emailed that Long Beach is “terrible . . . Repurchases, [early payment 
defaults], manual underwriting, very weak servicing/collections practices and a weak staff” 

Two months after that, in November 2006, the head of WaMu Capital Markets in New York, 
David Beck, wrote to Mr. Schneider that, “LBMC [Long Beach] paper is among the worst 
performing in the [market],” 

At the end of 2006, Long Beach saw another surge in early payment defaults. Mr. 
Schneider sent an email to his subordinates that, “[w]e are all rapidly losing credibility as a 
management team.” 2007 was no better. Audit after audit detailed problems. WaMu’s chief 
risk officer, Ron Cathcart, forwarded an email from a colleague about Long Beach noting; 
“Appraisal deficiencies .... Material misrepresentations ... Legal documents were missing or 
contained errors or discrepancies . . . loan decision errors .... [D]eterioration was accelerating in 
recent vintages with each vintage since 2002 having performed worse than the prior vintage.” 

In June 2007, WaMu shut down Long Beach as a separate entity, and took over its 
subprime lending operations. It issued several subprime securitizations. The subprime market 
froze in the fall of 2007, and WaMu ended all of its subprime lending. By then, as shown in this 
chart, from 2000 to 2007, Long Beach and WaMu had together securitized at least $77 billion in 
subprime loans. Today, although AAA rated securities are supposed to be very safe with low 
default rates of 1-2%, Long Beach mortgage backed securities report loan delinquency rates of 
20, 30, 40, even 50%, meaning more than half of their underlying loans have gone bad, 

Washington Mutual Retail Lending. Washington Mutual’s problems were not 
confined to its subprime operations. In August of 2007, more than a year before the collapse of 
the bank, WaMu’s President, Steve Rotella, emailed CEO Kerry Killinger saying that, aside from 
Long Beach, WaMu’s prime business “was the worst managed business I had seen in my 
career.” 


When Washington Mutual talked about its “prime” mortgage business, it used the term 
loosely. While the borrowers who received loans from WaMu’s loan officers tended to have 
better credit scores than Long Beach’s subprime borrowers, that was not always the case. WaMu 
loan officers routinely made very risky loans to people with below average credit scores. 

And just like at Long Beach, in WaMu’s loan business, volume was king. Loan officers 
got paid per loan, and got paid more per loan if certain volume targets were met. Loan 
processors were given volume incentives as well as were entire loan processing centers. Even 
risk managers were evaluated, in part, on the extent to which they supported revenue growth 
targets. Loan officers also got paid more for closing high risk loans than low risk loans. 
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Not surprisingly, people cut comers to keep the conveyor belt moving and increase their 
pay. For example, an April 2008 memo from a WaMu internal corporate fraud investigator 
states: “One Sales Associate admitted that during that crunch time some of the Associates would 
‘manufacture’ asset statements from previous loan doc[ument]s,” because the pressure was 
“tremendous,” and they had been told to get the loans funded, “whatever it took.” 

In fact, WaMu personnel regularly identified fraud problems with its so-called prime 
loans, but the problems received little attention from management. Perhaps the most compelling 
evidence involves two top loan producers at two different WaMu offices, called Montebello and 
Downey, in southern California, Each of those loan officers made hundreds of millions of 
dollars in home loans each year and consistently won recognition for their efforts. In 2005, an 
internal WaMu review found that loans from those two offices had “an extremely high incidence 
of confirmed fraud (58% for [Downey], 83% for [Montebello]).” The review found that 
“virtually all of it stemm[ed] from employees in these areas circumventing bank policy 
surrounding loan verification and review,” The review went on: “Based on the consistent and 
pervasive pattern of activity among these employees, we are recommending firm action be taken 
to address these particular willful behaviors on the part of the employees named.” 

This review had taken over a year to complete and was discussed with senior 
management at the bank, including Home Loans President David Schneider. But virtually none 
of the proposed recommendations were implemented. The fraud problem was left to fester until 
two years later, when in June 2007, one of the bank’s mortgage insurance companies refused to 
insure any more loans issued by the loan producer from the Montebello office, and complained 
to WaMu’s state and federal regulators about fraudulent borrower information. 

WaMu then conducted another internal investigation, this one lasting ten months. In 
April 2008, a WaMu audit and legal team produced an internal memorandum which, at first, 
WaMu tried to keep from its regulator, OTS. But the OTS Examiner In Charge demanded to see 
the memorandum, and it was eventually turned over. He told us that once he read it, he 
considered it the “last straw” that changed his view of how the bank dealt with fraud. 

The April 2008 memorandum. Exhibit 24, stated that employees at the Montebello loan 
center “consistently described an environment where production volume rather than quality and 
corporate stewardship were the incented focus.” At this loan center, 62% of the sampled loans 
from two months in 2007 contained misrepresentations and suspected loan fraud. The 
memorandum noted that similar levels of fraud had been uncovered at the same loan center in 
2005, and that no action had been taken in response. The memorandum raised the question of 
whether the billions of dollars in loans from that center should be reviewed, given the 
longstanding fraud problem and the fact that the loans may have been sold to investors. 

These fraudulent loans, shocking in themselves, were symptomatic of a larger problem. 
WaMu failed to ensure that its employees issued loans that met the bank’s credit requirements. 
Report after report indicated that WaMu loan personnel often ignored the bank’s credit 
standards. December 2006 minutes from a WaMu Market Risk Committee meeting stated, for 
example: “[D]elinquency behavior was flagged in October [2006] for further review and 
analysis .... The primary factors contributing to increased delinquency appear to be caused by 
process issues including the sale and securitization of delinquent loans, loans not underwritten to 
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standards, lower credit quality loans and seller servicers reporting false delinquent payment 
status.” 


A September 2008 review found that controls intended to prevent the sale of fraudulent 
loans to investors were “not currently effective” and there was no “systematic process to prevent 
a loan . . . confirmed to contain suspicious activity from being sold to an investor.” In other 
words, even where a loan was marked with a red flag indicating fraud, that didn’t stop the loan 
from being sold to investors. The 2008 review found that of 25 loans tested, “1 1 reflected a sale 
date after the completion of the investigation which confirmed fraud. There is evidence that this 
control weakness has existed for some time.” 

Sales associates manufacturing documents, large numbers of loans that don’t meet credit 
standards, offices issuing loans in which 58, 62, or 83% contain evidence of fraudulent borrower 
information, loans marked as containing fraud but then sold to investors anyway. These are 
massive, deep seated problems. And they are problems that, inside the bank, were 
communicated to senior management, but were not fixed. 

Option Arms. WaMu’s flagship mortgage product, the Option ARM, was also marked 
by shoddy lending practices. The Option ARM is an adjustable rate mortgage which typically 
allowed borrowers to pay an initial “teaser rate,” sometimes as low as 1% for the first month, and 
then imposed a much higher floating interest rate linked to an index. The “Option” in the loan 
name refers to an arrangement which allowed borrowers to choose each month among four types 
of payments: payments that would pay off the loan in 15 or 30 years, an interest only payment, 
or a minimum payment that did not cover even the interest owed, much less the principal. If the 
minimum payment were chosen, the unpaid interest would be added to the loan’s principal, 
causing the loan amount to increase rather than decrease over time. In other words, the borrower 
could make payments as required, but still owe the bank more money on the principal each 
month. It was a negative amortizing loan. 

Option ARMs allowed borrowers to make very low “minimum” payments for a specified 
period of time, before being switched to higher payment amounts. Most borrowers chose the 
minimum payment option. After five years, or when the loan principal reached a specified 
amount of negative amortization such as 1 10% , 115% or 125% of the original loan amount — 
whichever came first — the Option ARM would “recast.” The borrower would then be required 
to make the fully amortizing payment needed to pay off the loan within the remaining loan 
period. The required payment was typically much greater - often double the prior payment — 
causing payment shock and increasing loan defaults. 

WaMu was eager to steer borrowers to Option ARMs. Because of the gain from their 
sale, the loans were profitable for the bank, and because of the compensation incentives, they 
were profitable for mortgage brokers and loan officers. In 2003, WaMu held focus groups with 
borrowers, loan officers, and mortgage brokers to determine how to push the product. A 2003 
report summarizing the focus group research stated: “Few participants fully understood the 
Option ARM. ... Participants generally chose an Option ARM because it was recommended to 
them by their Loan Consultant. . . , Only a couple of people had any idea how the interest rate 
on their loan was determined.” It said that, while borrowers, “generally thought that negative 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt 057319 PO 00000 Frm 00138 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


127 


9 


amortization was a moderately or very bad concept,” that perception could be turned around by 
mentioning “that price appreciation would likely overcome any negative amortization.” The 
report stated; “[T]he best selling point for the Option ARM loan was [borrowers] being shown 
how much lower their monthly payment would be . . . versus a fixed-rate loan.” That year, 2003, 
Wamu originated $30 billion in Option ARMs. 

To increase Option ARM sales, WaMu increased the compensation paid to employees 
and outside mortgage brokers for the loans, and allowed borrowers to qualify for the loan by 
evaluating whether they could pay a low or even the minimum amount available under the loan, 
rather than the high payments following recast. In 2004, WaMu doubled its production of 
Option ARMs to more than $67 billion. WaMu loan officers told the Subcommittee that they 
expected the vast majority of Option ARMs borrowers to sell or refinance their homes before 
their payments increased. As long as home prices were appreciating, most borrowers were able 
to refinance. Once housing prices stopped rising, however, refinancing became difficult. At 
recast, many people became stuck in homes they could not afford, and began defaulting in record 
numbers. 

WaMu became one of the largest originators of those types of loans in the country. From 
2006 until 2008, WaMu securitized or sold a majority of the Option ARMs it originated, 
infecting the financial system with these high risk mortgages. Like Long Beach securitizations, 
WaMu Option ARM securitizations performed badly starting in 2006, with loan delinquency 
rates between 30 and 50%, and rising. 

Destructive Compensation. Destructive compensation schemes played a role in the 
problems just described. Hearing exhibits will show how Washington Mutual and Long Beach 
compensated their loan officers and processors for loan volume and speed over loan quality. 
Loan officers were also paid more for overcharging borrowers - obtaining higher interest rates or 
more points than called for in the loan pricing set out in the bank’s rate sheets - and were paid 
more for including stiff prepayment penalties. Loan officers and third party mortgage brokers 
were also paid more for originating high risk loans than low risk loans. These incentives 
contributed to shoddy lending practices in which credit evaluations took a back seat to approving 
as many loans as possible. 

The compensation problems didn’t stop in the loan offices. They went all the way to the 
top. WaMu’s CEO received millions of dollars in pay, even when his high risk loan strategy 
began losing money, even when the bank began to falter, and even when he was asked to leave 
his post. From 2003 to 2007, Mr. Killinger was paid between $1 Imillion and $20 million each 
year in cash, stock, and stock options. That’s on top of four retirement plans, a deferred bonus 
plan, and a separate deferred compensation plan. In 2008, when he was asked to leave to leave 
the bank, Mr. Killinger was paid $25 million, including $15 million in severance pay. $25 
million for overseeing shoddy lending practices that pumped billions of dollars of bad mortgages 
into the financial system. Another painful example of how executive pay at U.S. financial firms 
rewards failure. 

Mortgage Time Bomb. The information uncovered by this Subcommittee is laid out in 
over 500 pages of exhibits. These documents detail not only the shoddy lending practices at 
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Washington Mutual and Long Beach, it shows what senior management knew and what they said 
to each other about what they found. Senior executives described Long Beach as “terrible” and 
“a mess,” with default rates that were “ugly.” With respect to WaMu retail home loans, internal 
reviews described “extensive fraud” from employees willfully “circumventing bank policy.” 
Controls to stop fraudulent loans from being sold to investors were described as “ineffective.” 
WaMu’s President described it as the “worst managed business” he had seen in his career. That 
was the reality inside Washington Mutual. 

To keep the conveyor belt running and feed the securitization machine on Wall Street, 
Washington Mutual engaged in lending practices that created a mortgage time bomb. This chart. 
Exhibit 1(b), summarizes the lending practices that produced high risk mortgages and junk 
securities: targeting high risk borrowers; steering borrowers to higher risk loans; increasing sales 
of high risk loans to Wall Street; not verifying income and using stated income or “liar” loans, 
accepting inadequate documentation loans; promoting teaser rates, interest only and pick a 
payment loans which were often negatively amortizing; ignoring signs of fraudulent borrower 
information, and more. 

The last two bullet points on the chart deserve particular scrutiny. We’re going to hear 
today how, at a critical time, Washington Mutual securitized loans that had been selected 
specifically for sale because they were likely to go delinquent, without informing investors of 
that fact. Getting them sold became an urgent goal. We will also hear that at times, Washington 
Mutual securitized loans that had already been identified as being fraudulent, also without 
informing investors. 

WaMu built its conveyer belt of toxic mortgages to feed Wall Street’s appetite for 
mortgage backed securities. Because volume and speed were king, loan quality fell by the 
wayside, and WaMu churned out more and more loans that were high risk and poor quality. 

Once a Main Street bank focused on financing mortgages for its customers, Washington Mutual 
was taken in by the short-term profits that even poor quality mortgages generated on Wall Street. 

Washington Mutual was not, of course, the only one running a conveyor belt dumping 
high-risk, poor-quality mortgages into the financial system. Far from it. Some of the 
perpetrators, like Countrywide and New Century, have already been hit with federal enforcement 
actions and shareholder lawsuits; others may never be held accountable. But all of us are still 
paying the price. 

Conclusion 

This Subcommittee investigation and the Wall Street excesses we’ve uncovered provide 
an eerie replay of a 1934 Senate Committee investigation into the causes and consequences of 
the 1929 stock market crash. That investigation found, among other things, the following. 

(1) “[M]any instances where investment bankers were derelict in the 
performance of [their] fundamental duty to the investing public ... to 
[safeguard to] the best of his ability, the intrinsic soundness of the 
securities he issues.” 
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(2) “[A]n utter disregard by officers and directors of . . . banks ... of the 
basic obligations and standards arising out of the fiduciary 
relationship extending not only to stockholders and depositors, but to 
persons seeking financial accommodation or advice.” 

(3) Compensation “arrangement[s] [that were] an incentive to [bank and 
securities] officers to have the institutions engage in speculative 
transactions and float securities issues which were hostile to the 
interests of these institutions and the investing public .” 

(4) “In retrospect, the fact [will] emerge . . . with increasing clarity that 
the excessive and unrestrained speculation which dominated the 
securities markets in recent years, has disrupted the flow of credit, 
dislocated industry and trade, impeded the flow of interstate 
commerce, and brought in its train social consequences inimical to 
the public welfare.” 

Ironically, several of the banks investigated in 1934, were also participants in the 2008 
financial crisis, another crisis fueled by Wall Street excesses. The question facing Congress is 
whether we have the political will to try to curb those excesses. Hopefully, this investigation, 
our hearings, and our findings and recommendations will help strengthen the political will to put 
an end to the excesses of Wall Street. 

I would like to commend my Ranking Member, Senator Cobum, and his staff for their 
support of this investigation. They have walked with us and worked with us each step of the 
way. I turn now to Senator Cobum’s opening remarks. 

### 
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Opening Statement of Sen. Tom Coburn, Ranking Member 
Hearing of the Senate Permanent Subcommittee on Investigations 
"Wall Street and the Financial Crisis: The Role of High Risk Home Loans” 
April 13,2010 


I would like to thank Sen. Levin for holding this important hearing today. He has been a leader for 
years holding Wall Street and other financial institutions accountable to taxpayers. 

Today's hearing will address the role risl^ home loans played in exasperating the current financial 
crisis. 

While we are focusing today on the case study of Washington Mutual, this is merely a starting 
chapter in a much longer and very complex story. The tale of WaMu is emblematic of what 
happened to many home lenders - in the never-ending effort to grow and get a larger share of a 
booming housing market, traditional risk management gave way to the chase for volume and more 
profit V^en the housing market finally tanked, WaMu and other lenders imploded. 

WaMu was no fly-by-night operation. As the 6* largest bank in the country with over $330 billion 
in assets, it had more than a century of experience in the mortgage business. It bragged often that it 
survived both Great Depression and the Savings and Loan crisis. Make no mistake - the collapse of 
this institution was a very big deal. 

Following by just ten days the collapse of Lehman Brothers, WaMu's collapse helped send the 
financial markets into a tailspin. Confidence was king in those few days, and seeing a giant 
mortgage lender fall so fast sent a chill through Wall Street. 

Our investigation has focused on the five year period between 2003 and 2008, following WaMu's 
decision to dive head first into high-risk lending. The bank drastically altered its business model 
from long-term, fixed rate mortgages to higher-risk loans made to higher-risk borrowers. 

Easy money from the Federal Reserve and soaring home values created in WaMu executives a 
misplaced sense of confidence. Whereas before taking on risk was something approached with 
caution, now it was a fast and easy way to make money. WaMu’s corporate culture had no place for 
individuals concerned about high risk lending, but Instead brushed them aside and Ignored them. 

Sales associates have admitted that there were immense pressures to sell and “just get the loans 
done." Add to that environment a voracious appetite for mortgage backed securities from Wall 
Street and Fannie Mae, Freddie Mac, and all the pieces were in place for the epic fall of this once 
venerable financial institution. 

As competition for borrowers grew and granting loans to those with questionable credit histories 
and less than-complete documentation became all the rage, underwriting standards started to 
verge on the absurd. WaMu emphasized "The Power of Yes” and made sure any and everyone got a 
loan. Something is definitely wrong when you need more documentation to rent a movie than to get 
a million dollar home loan. 

We here in Congress are not without blame. Like so many Americans, for years we insisted on 
seeing the housing market through rose-colored glasses. Home ownership remains part of the 
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American dream, but in our unrelenting push to inflate numbers and pad statistics, we played a part 
in creating what has become a financial nightmare. Because of reckless federal policies, too many 
families found themselves locked into mortgages they did not understand and could not afford. 

In my home state of Oklahoma alone, we have suffered 22,000 foreclosures in the past 18 months, 
and more than 50,000 foreclosures are projected by 2012. 

As we move forward, understanding events like the collapse of WaMu are essential to ensuring we 
do not make the same mistakes again. 

1 look forward to hearing from our witnesses today. 
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Statement of 
Senator Susan M. Collins 

“Wall Street and the Financial Crisis: The Role of High Risk Home Loans” 

Committee on Homeland Security and Governmental Affairs 
April 13,2010 

★ ★ ★ 

Mr. Chairman, thank you for your leadership in undertaking this in-depth investigation 
into the root causes of the financial crisis that began in 2008 and left our nation in the throes of 
the Great Recession. 

Chairman Levin and Ranking Member Cobum spent many months delving into 
disfunctional facets of our financial markets, which drove us into turmoil so damaging that it 
nearly produced a second “Great Depression.” 

While many experts have pointed to the role played by the housing market bubble in 
sparking this near-catastrophe, this investigation reveals in detail exactly how that bubble began 
and was then inflated. Investors speculating on a rising housing market certainly played a role; 
however, PSI’s investigation indicates that from the top to bottom within the mortgage industry, 
some people who knew better turned a blind eye to the gathering storm. Too many showed little 
commitment to effective risk-management of laons. Worse, some were even willing to commit 
fraud to originate and securititze more and more high-risk residential loans. 

The witnesses today will tell the story of Washington Mutual. It was the country’s 
largest savings and loan association until 2008 , when it traded that sturuiing superlative for a 
stunning collapse, becoming the largest bank failure in U.S. history. It may be tempting to think 
of the WaMu case as an exception to the rule or an unfortunate anomaly, but the thrift’s 
problems reflects faults that were rife throughout the mortgage business. It is a case study in the 
financial meltdown, which offered shoddy securitized mortgages that were bought and sold on 
Wall Street, ultimately leading to an implosion that nearly caused our economy to collapse. 

In hindsight, it seems obvious that every aspect of the financial markets was operating 
under the faulty assumption that prices in the housing market could only go up and never go 
down, that somehow the red-hot real estate market would defy the cycles of the free market, 
which is akin to defying the laws of gravity. What goes up, didn’t necessarily have to ever come 
down. 


As long as prices continued their upward path, it simply didn’t matter that a borrower was 
unlikely to be able to shoulder his or her mortgage. The increasing cost of the housing market 
would buoy up the difference. 

Looking back, we now realize we needed a regulator who could look across the breadth 
of the economy and spot risky asset bubbles in advance - before investment in a single aspect of 
our economy came to dominate and control the vast majority of people’s financial investments. 


VerDate Nov 24 2008 


P:\DOCS\57319.TXT SAFFAIRS 


08:28 Nov 29, 2010 Jkt057319 


FO 00000 


Frm 00144 


Fmt 6601 Sfmt 6601 


FsN: FAT 



ph44585 on D330-44585-7600 with DISTILLER 


133 


In order to address this problem, I introduced the Financial Stabilization and Reform Act 
of 2009 a year ago. This bill created a council of existing regulators, such as the FDIC, the SEC 
and the CFTC, to act as a systemic risk monitor for our financial markets. This concept remains 
valid today as we look to ways to prevent our economy from ever again reaching such a state of 
crisis. 


Indeed, this concept has been incorporated into the financial reform bill that the Banking 
Committee reported earlier this year. That bill takes on many other aspects of financial 
regulation as well, but in this one area, we agree on a key aspect of reform. 

The series of hearings that this Subcommittee intends to hold will help inform Congress 
and the American people of the need for additional reforms to our financial system. I look 
forward to these hearings and look forward to the testimony from our witnesses today. 

### 
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Statement of James G. Vanasek 
Former Chief Credit Officer/Chief Risk Officer 1999-2005 
Washington Mutual Bank 
Before the 

Senate Permanent Subcommittee on Investigations 
April 13, 2010 


Mr. Chairman, Senator Coburn, and other distinguished Members of the Committee, thank you 
for the opportunity to discuss the mortgage and financial crisis from the perspective of a credit 
officer in the sixth largest bank in this country prior to 2006. I was the Chief Credit Officer and 
later Chief Risk Officer of Washington Mutual during the period of Sept 1999 to Dec 2005 when 
I retired. Prior to serving in this capacity, I had worked for several large banking companies in 
senior credit oriented roles including PNC, First Interstate Bank and Norwest/Wells Fargo. 
Altogether I have 38 years of experience in credit oriented positions and have been fortunate to 
have a well established history and constructive relationship with all of the major banking 
regulators. 

Washington Mutual Bank in the Context of the Mortgage Industry 

The failure of Washington Mutual occurred in Sept 2008, nearly three years after my retirement 
so much of what I will tell you today is historical information about the company's strengths 
and weaknesses during the years of my direct involvement. 

Washington Mutual was a reflection of the mortgage industry characterized by very fast 
growth, rapidly expanding product lines and deteriorating credit underwriting. This was a 
hypercompetitive environment in which many mistakes were made by loan originators, lending 
institutions, regulatory agencies, rating agencies, investment banks that packaged and sold 
Mortgage Backed Securities (MBS) and the institutions that purchased these excessively 
complex instruments. It was both the result of individual failures and systemic failures fueled by 
self interest, failure to adhere to lending policies, very low interest rates, untested product 
innovation, weak regulatory oversight, astonishing rating agencies lapses, weak oversight by 
boards of directors, a cavalier environment on Wall Street and very poorly structured incentive 
compensation systems that paid for growth rather than quality. One must also seriously 
question the wisdom of the elimination of Glass Steagall, and its impact on the securitization 
market. 

Washington Mutual was a company that had grown with exceptional speed due to acquisitions 
primarily in California following the thrift industry crisis of the early ‘90s. By 2000 it was a 
company in search of an identity. At one point the CEO wanted the company to expand into the 
commercial lending arena in an effort to earn a higher price/ earnings ratio on the stock, only to 
abandon the effort some three years later. The focus then shifted to rapidly expanding the 
branch network by opening as many as 250 new locations within 12 months in cities where the 
company had no previous retail banking franchise. Ultimately this proved to be an unsuccessful 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 Jkt057319 PO 00000 


Frm 00146 Fmt6601 


Sfmt 6601 


P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


135 


2 


strategy due in part to the effort to grow too quickly. The focus then shifted away from 
diversification to becoming the so-called "low cost producer" in the mortgage industry. This 
effort was unsuccessful in large measure due to an expensive undertaking to write a completely 
new mortgage loan origination and accounting software system that ultimately failed and had 
to be written off. By mid 2005 the focus had shifted yet again to becoming more of a higher 
risk, sub-prime lender at exactly the wrong time in the housing market cycle. This effort was 
characterized by statements advocating that the company become either via acquisition or 
internal growth a dominant sub-prime lender. 

In addition to sub-prime, the company was a large lender of adjustable rate mortgages (ARM's), 
having had some 20 years of experience with the product. As in the case of sub-prime the 
product that had only been available to a narrow segment of customers, adjustable rate 
mortgages, were sold to an ever wider group of borrowers. Product features were also 
expanded. 

Historically plain vanilla mortgage lending had been a relatively safe business. During the period 
of 1999-2003 Washington Mutual mortgage loan losses were substantially less than 1/10 of 1%, 
far less than losses of commercial banks. But rapidly increasing housing prices masked the risks 
of a changing product mix and deteriorating underwriting in part because borrowers who found 
themselves in trouble could almost always sell their homes for more than the mortgage 
amount, at least until 2007. 

Factors Contributing to the Failure of Washington Mutual Bank 

There Is no one factor that contributed to the debacle. Each change in product features and 
underwriting was incremental and defended as necessary to meet competition. But these 
changes were taking place within the context of a rapidly increasing housing price environment 
and were therefore untested in a less favorable economic climate. It was the layering of risk 
brought about by these incremental changes that so altered the underlying credit quality of 
mortgage lending which became painfully evident once housing prices peaked and began to 
decline. Some may characterize the events that took place as a "perfect storm," but I would 
describe it as an inevitable consequence of consistently adding risk to the portfolio in a period 
of inflated housing price appreciation. 

The appetite of Wall Street and investors world-wide created huge demand for high yielding, 
sub-prime mortgages that resulted in a major expansion of what had historically been a 
relatively small segment of the business lead by Household Finance. The Community 
Reinvestment Act also contributed by demanding that banks make loans to low-income families 
further expanding sub-prime lending. 

One obvious question is whether or not these risks were apparent to anyone in this industry or 
among the various regulatory or rating agencies? There is ample evidence in the record to 
substantiate the fact that it was clear that the higher risk profile of the entire industry to 
include Washington Mutual was recognized by some but ignored by many. Suffice it to say, 
meeting growth objectives to satisfy the quarterly expectations of Wall Street and investors 
lead to mistakes in judgment by the banks and mortgage lending company executives. A more 
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difficult question is why Boards of Directors, regulatory agencies and rating agencies were 
seemingly complacent. 

Another question may be my personal role and whether I made a significant effort to alter the 
course of lending at Washington Mutual? In many ways and on many occasions I attempted to 
limit what was happening. Just a few examples may suffice. I stood in front of thousands of 
senior Washington Mutual managers and executives at an annual management retreat in 2004 
and countered the senior executive speaker ahead of me on the program who was rallying the 
troops with the company's advertising tag line "The Power of Yes." The implication of this 
statement was that Washington Mutual would find some way to make a loan. The tag line 
symbolized the management attitude about mortgage lending more clearly than anything that I 
can tell you. Because I believed this sent the wrong message to the loan originators, I felt 
compelled to counter the prior speaker by saying to the thousands present that the "Power of 
Yes" absolutely needed to be balanced with "The Wisdom of No." This was a highly unusual 
thing for a member of the management team to do, especially in such a forum. In fact it was so 
far out of the norm for meetings of this type that many considered my statement exceedingly 
risky from a career perspective. 

I made repeated efforts to cap the percentage of high risk and sub-prime loans in the portfolio. 
Similarly, I put a moratorium on non-owner occupied loans when the percentage of these 
assets grew excessively due to speculation in the housing market. I attempted to limit the 
number of stated income loans, loans made without the verification of income. But without 
solid executive management support, it was questionable how effective any of these efforts 
proved to be. 

There have been questions about policy and adherence to policy. This was a continual problem 
at Washington Mutual where line managers particularly in the mortgage area not only 
authorized but encouraged policy exceptions. There had likewise been issues regarding fraud. 
Because of the compensation systems rewarding volume vs quality and the independent 
structure of the loan originators, I am confident that at times borrowers were coached to fill 
out applications with overstated incomes or net worth adjusted to meet the minimum 
underwriting policy requirements. Catching this kind of fraud was difficult at best and required 
the support of line management. Not surprisingly, loan originators constantly threatened to 
quit and go to Countrywide or elsewhere if their loan applications were not approved. 

As the market deteriorated in 2004 1 went to the Chairman and CEO with a proposal and very 
strong personal appeal to publish a full page ad in the Wall Street Journal disavowing many of 
the then current industry underwriting practices such as 100% loan-to-value sub-prime 
mortgages and thereby adopt what I termed "Responsible Lending Practices." I acknowledged 
that in so doing the company would give up a degree of market share and lose some loan 
originators to the competition, but I believed that Washington Mutual needed to take an 
industry leading position against deteriorating underwriting standards and products that were 
not in the best interests of the industry, the bank or the consumer. There was never any further 
discussion or response to this recommendation. 
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Another way that I attempted to counteract the increasing risk was to increase the Allowance 
for Loan and Lease Loss Reserves to cover potential losses. Regrettably there has been a long 
standing unresolved conflict between the SEC and accounting industry vs. the banks and bank 
regulators regarding reserving methodology. The SEC and accounting profession believe that 
more transparency in bank earnings is essential to investors and that the way to achieve 
transparency is to keep reserves at levels reflecting only very recent loss experience. But 
banking is a cyclical business which the banks and the bank regulators recognize. It is their 
belief, and certainly my personal belief, that building reserves in good times and using those 
reserves in bad times is the entire purpose of a loan loss reserve. What is more, the investors, 
FDIC and the industry are far better protected with reserves that are intended to be sufficient 
to sustain the institution through-the-cycle rather than draining reserves at the point where 
losses are at their lowest. At one point I was forced by our external auditor to reduce the loan 
loss reserve of $1.8 billion by $500 million dollars or risk losing our audit certification. As the 
credit cycle unfolded those reserves were sorely needed by the institution. 

In my opinion the Basel Accord on bank capital repeats the same mistake of using short term 
history rather than through-the-cycle information to establish required capital levels and, as 
such, has been a complete and utter failure to date. 

The conventional wisdom repeated endlessly in the mortgage industry and at Washington 
Mutual was that while there had been regional recessions and price declines, there had never 
been a true national housing price decline. I believe that is debatable, but it was widely 
believed and partially on this premise the industry and Washington Mutual marched forward 
with more and more sub-prime, high loan-to-value and option payment products, each one 
adding incrementally to the risk profile. 

Thank you for your time and attention, I will be happy to address your questions. 

James G. Vanasek 
March 25, 2010 
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Statement of Ronald J. Cathcart, 

Former Chief Enterprise Risk Officer of Washington Mutual Bank 

Regarding a Hearing Before the United States Senate Permanent Subcommittee on 
Investigations of the Committee on Homeland Security and Governmental Affairs 

April 13, 2010 

Chaimtan Levin, Ranking Member Cobum and Members of the Committee, thank you 
for the opportunity to comment on my history with Washington Mutual Bank (“WaMu”) and to 
provide a risk management perspective on some root causes of the U.S. financial crisis. 

Before leading the Enterprise Risk Management group at WaMu, I spent mote than 
twenty years working in risk management positions at Royal Bank of Canada in Toronto, 
Vancouver and abroad, Bank One in Chicago and CIBC in Toronto. I joined WaMu’s 
management team in December 2005 and served as the Chief Enterprise Risk Officer throu^ 
April 2008. 

When I arrived at WaMu, 1 inherited a risk department that was isolated from the rest of 
the business and struggling to be effective. The Chief Enterprise Risk Officer position was 
described to me as an opportunity for WaMu to develop a sophisticated and comprehensive risk 
management vision and 1 understood that the regulatory agencies and WaMu’s Board of 
Directors (the “Board”) were particularly interested in expanding risk management functions 
within the company. Thus, during my first few months, 1 reorganized the department in order to 
align risk management with the company’s business lines by embedding risk managers in each of 
the four business units. The general function of risk management is to measure, monitor and 
establish parameters to control risk and to set reserve limits so that the company is prepared for 
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potential loss. Accordingly, the goal behind the reorganization of the risk group at WaMu was to 
better utilize risk management expertise within the individual business units and to enable the 
company to grow responsibly while maintaining a healthy level of well-managed risk. 

The company’s strategic plan to shift its portfolios towards higher margin products was 
already in place when I arrived at WaMu in December 2005. Basically, with respect to the 
mortgage business, this strategy involved a change fiom traditional mortgage lending with fixed 
interest rates to alternative lending programs involving adjustable rate mortgages as well as 
subprime products. The “Higher Risk Lending Strategy” had been conceived a year before my 
arrival, although I was not informed of the extent of the plan until after I had commenced 
employment with the company. Under this strategy, senior management decided to decrease the 
company’s exposure to interest rate risk and to increase its exposure to credit risk. To 
accomplish this, WaMu shifted its focus away from traditional fixed rate mortgages. While these 
assets give rise to less credit risk, they contain substantial interest rate risk and offer lower 
returns. At the same time, the bank increased its exposure to subprime assets, option ARM loan 
products and home equity loans. These products contain a higher degree of credit risk because 
there is a greater chance that the borrower will default. To compensate for the increased chance 
of default, the lender charges the borrower a higher spread over cost of funds for the product. 
This in turn resulted in initially higher returns when these assets were retained on the balance 
sheet and greater gain on sale when these products were sold into the market than was the case 
for more traditional mortgage products. 
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During the first quarto- of 2006, 1 took steps to evaluate and improve WaMu’s risk 
profile. With the decision by senior management to shift to higher margin products, the Risk 
Management group had a responsibility to measure, monitor and set controls to properly contmn 
risk for the strategy the company had chosen. In order to achieve this, we reviewed the limits 
and credit policies which had been set for the Retail, Credit Card, Commercial and Home Loans 
divisions and evaluated how those limits were tracked in order to develop an understanding of 
how each business line fimctioned in order to ensure that risk considerations were fully 
integrated into each business’s opo-ations. 

The strategic shift to higher margin products was poorly executed at WaMu. During my 
tenure at the bank, I provided numerous reports to both senior management and the Board which 
pointed out control weaknesses in the bank. Internal Audit produced a number of reports in this 
area with ratings of “Requires Improvement” and the Credit Review group, which was charged 
with reviewing compliance with credit policies, produced metrics which demonstrated 
deficiencies in the adherence to credit policies. This was particularly true in the case of Long 
Beach Mortgage Company (“Long Beach”) where the quality of underwriting was below 
standard. Although attempts were made to improve the operations, these efforts were not 
sufficiently effective. In addition, the deficiencies at Long Beach were a focus of concern for the 
regulators, who during each annual review, formally requested that the Board take action to 
address them. 

In hindsight, option ARM loans, also known as adjustable rate mortgages, were a 
significant factor in the failure of WaMu and the financial crisis generally. A borrower with an 
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option ARM loan can choose from a series of payment options, which range from a full monthly 
payment of principal plus interest to interest-only payments. The product also allows payments 
to be made at below market interest rates, which can result in the negative amortization of a loan 
as the unpaid interest is added back into the principal loan amount over time. In negative 
amortization situations, the amount eventually due on the loan will exceed the amount originally 
borrowed. Option ARM home loans depend on housing price appreciation for repayment 
throu^ re-financing, and are viable in a healthy market where housing prices are constantly on 
the rise. When housing prices depreciate, option ARMs become problem assets. 

By the time I arrived in December 2005, option ARM loans were being originated and 
securitized in high volume at WaMu. Wall Street had a huge appetite for option ARMs, and thus 
WaMu could sell these loans as quickly as it could originate them. With an incentive to bundle 
and sell large quantities of loans as quickly as possible, banks all over the country, including 
WaMu, became conduits for the securitization and sale of loans to Wall Street The banking 
industry began to move away from the traditional model of “originate to hold” towards a new 
system of banks as conduits. Notably, the ease with which securitized mortgage products could 
be sold encouraged poor underwriting, and guidelines which had been established to mitigate and 
control risk were often ignored. Moreover, the source in repayment for each mortgage shifted 
from the individual and their credit profile, to the value of the home. This philosophy of 
focusing on the asset rather than on customer considerations ignores the reality that portfolio 
performance is ultimately deteimined by customer selection and credit evaluation. Even the 
most rigorous efforts to measure and monitor risk cannot overcome poor underwriting and 
origination practices. Relying on the value of the property rather than the customer’s credit 
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profile resulted in an inflationary spiral of housing prices, especially in states like California 
where the “affordability products” were most widely available. 

Another key component of WaMu’s higher margin strategy involved efforts to increase 
the company’s exposure in the subprime market, whieh focused on lending to customers who did 
not meet the credit qualifications to obtain traditional mortgages. As part of those efforts. Long 
Beach became a division of Washington Mutual Bank in early 2006. After the inte^ation of 
Long Beach into the bank, WaMu’s subprime portfolio included loans originated by Long Beach 
as well as subprime loans purchased by WaMu from other subprime lenders. The credit 
performance of Long Beach-originated loans did not meet acceptable risk standards, and the 
level of early payment defaults suggested poor ctistomer selection artd underwriting operations. 
The Enterprise Risk Management department set reserves for the loans being held by the 
company for investment and established measures to monitor and control risk in the portfolio. It 
had no operational control over Long Beach, including its underwriting and collections 
functions, nor did it play any role in customer selection or enforcement of underwriting policies 
and guidelines. Upon review, we determined that Long Beach had outsized risk parameters and 
we implemented standards to tighten these parameters. 

As the company’s focus on option ARMs, subprime assets and home equity increased, so 
too did the need for the Enterprise Risk Management group to have eyes everywhere. In an 
attempt to keep risk issues in the forefi-ont of senior management decisions, I created the 
Enterprise Risk Management Committee comprised of all the business and functional heads and 
established risk committees in each business. A Basel compliant model validation capability was 
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put into place and a comprehensive Board reporting regime was initiatel to ensure the Board was 
informed on all aspects of risk. A credit modeling group was established within Home Loans as 
well as a maximum credit limit for the bank’s exposure to California where WaMu risk was over 
concentrated. Additionally, the credit criteria in subprime were tightened. We produced 
numerous Board level reports regarding the bank’s operational capabilities in loan underwriting 
and reorganized the internal fraud group under Internal Audit. The credit department tdso 
produced numerous reports, which were sent to every membar of the WaMu Executive 
Committee and provided detailed information on the credit performance of each loan portfolio. 
We also implemented a monthly Credit Review meeting with WaMu executives to improve the 
ways in which current credit trends and portfolio status were monitored and controlled. In short, 
the Enterprise Risk Management group set fundamental controls designed to mitigate and 
contain risk at manageable levels, however, the implementation of those controls was the 
responsibility of the business units. 

There were different views among WaMu’s senior managem^t about the extent to which 
the company should increase its exposure in its subprime portfolio. While the Risk Management 
^oup sought to tighten controls and encourage higher quality originations, some membofs of 
senior management supported a rapid expansion of the company’s subprime maric^ share. As 
the financial maricet deteriorated, the Risk Management group advised that WaMu should focus 
on areas with lower risk and stable margins instead of trying to escalate the company’s subprime 
exposure. In the end, WaMu’s subprime exposure never reached the percentage envisioned in 
the 2005 strategy shift. In fact, thanks in part to the tightening of controls and risk parameters, 
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the volume of new subprime originations at WaMu decreased significantly in 2006 from the 
2005 levels and thereafter. 

As financial conditions continued to deteriorate in late 2007 and early 2008, 1 was 
inoreasingly excluded from senior executive meetings and meetings with financial advisors 
where the bank’s response to the growing crisis was being discussed. I stopped receiving 
advance copies of Board meeting materials and was dropped from the Board meeting t^endas 
which were set by WaMu senior management. I felt obliged to share my concerns about the 
bank’s condition and about what I believed were weak operational controls in the bank’s credit 
platform, with the Office of Thrift Supervision (“OTS”) and with the WaMu Board. Ehiring 
these meetings, I indicated that the company’s loss numbers were increasing at unprecedented 
rates. Because I was being excluded from certain crucial meetings, I became concerned that 
neither the regulators nor the Board were seeing up to date loss estimates. In February 2008, 1 
initiated a meeting with a director where I advised the director that I was being marginalized by 
senior management to the point that I was no longer able to discharge my responsibilities as 
Chief Enterprise Risk Officer of WaMu. Within several weeks, I was terminated by the 
Chairman. 

In conclusion, let me identify some of the factors that contributed to the decline of the 
U.S. financial market as well as the failure of Washington Mutual Bank. A confluence of 
factors came together to create unprecedented financial conditions that the maricet was not 
equipped to handle. Due to a lack of regulation and lax lending standards, mortgage brokets 
operated essentially unchecked and underwriting quality suffered as a result. The banking 
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industry’s focus shifted ftom customer selection and loan performance to loan production 
volume as banks became conduits for Wall Street, which could and would securitize whatever 
mortgage pool the banks originated. Rating agencies and regulators seemed to be lulled into a 
sense of complacency by the astounding amount of money that was being made and the 
government-supported enteiprises (“GSEs”) opened their own risk envelopes and guaranteed and 
warehoused some of the most risky products on the market. 

As the PSI is aware, WaMu was seized by the regulators in September 2008 and the 
assets of Washington Mutual Bank were purchased by JPMorganChase shortly thereafter. This 
occurred six months after my departure ftom WaMu. 

Thank you for the opportunity to share my thoughts and experiences. I look forward to 
the PSI’s review of this matter and 1 am prepared to answer any questions. 
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Written Statement to the U.S. Senate Permanent Subcommittee on Investigations 
April 13, 2010 

My name is Randy Melby. 1 served as General Auditor for Washington Mutual from December 2004 
until September 2008. I have prepared this statement to address the areas of inquiry noted in the 
Subcommittee’s correspondence to me requesting my testimony (attached). 

Some of these areas of inquiry relate more closely to my area of responsibility during my tenure at 
Washington Mutual; others relate to areas of which 1 had some awareness but which were outside of 
my responsibility and sometimes outside of my personal knowledge. I begin with the area most directly 
within my responsibility: the role of the internal audit function at Washington Mutual; 

1 . The role of the internal audit function at WaMu and its relationship to other internai review 
functions, including Corporate Fraud investigations, Risk Mitigation, and Corporate Credit 
Review 

Internal Audit 

My primary role as General Auditor was to provide an independent, objective assessment of 
WaMu’s system of internal control and underlying business processes. 

I joined WaMu in June 2004 and became General Auditor in December 2004. As General Auditor, I 
reported directly to the Chairman of the Audit Committee of the Corporate Board of Director’s. I 
also' reported administratively into the Chief Risk Officer, who reported to the CEO. I was not a 
member of the Executive Committee which was comprised of the CEO’s direct reports. 
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We conducted our work in accordance with the Institute of Internal Auditor’s Standards for the 
Professional Practice of Internal Auditing and Code of Ethics and employed the Committee of 
Sponsoring Organizations of the Treadway Commission - or more commonly referred to as COSO 
for defining, evaluating, testing and reporting on WaMu's policies, processes and information 
systems. 

My primary objectives were twofold: 

1 , To assist the Board, management and employees in the effective discharge of their 
responsibilities by providing analysis, testing, recommendations, advice and information 
concerning the adequacy and effectiveness of WaMu’s internal control structure related to 
safeguarding of assets, compliance with applicable taws and regulations, and achievement of 
management’s operational objectives; and 

2. To promote effective business processes to internal control at a reasonable cost. 

The Board, management and employees of WaMu were accountable and responsible for 
establishing both an adequate and effective internal control environment and tor balancing risk and 
reward in determining and executing business strategies. In other words. Internal Audit does not 
set or determine business strategies, we audit the processes that have been established to execute 
against the business strategies determined by the Board and management. 

Corporate Fraud Investigations 

Corporate Fraud Investigations was accountable for investigating all internal and most external 
known or suspected fraud. This function also provides expertise and uniform approaches in 
managing a critical support program to minimize operating losses, maximize recovery efforts, 
provide recommendations to mitigate future occurrence, and when appropriate, support the 
prosecution of individuals responsible for losses suffered by WaMu. 
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Risk Mitigation 

It is my understanding that Risk Mitigation at WaMu was a fraud prevention function within the 
Home Loans Risk Management group. This group was accountable for investigating mortgage 
fraud that may occur during the ioan origination and fulfiliment process, by conducting pre-funding 
and post-funding reviews. In addition to performing investigative work, filing Suspicious Activity 
Reports and reporting fraud results to management. Risk Mitigation was also the subject matter 
expert and support function for DataVerify. DataVerify was a fraud detection tool utilized within the 
loan fulfillment process that was implemented during fourth quarter 2007. 

Corporate Credit Review 

Corporate Credit Review was accountable and responsible for providing an independent 
assessment of WaMu's credit risk and credit quality to the Board and Senior Management to ensure 
that lending and credit risk management practices are consistent with corporate business strategies 
and risk tolerance objectives. The Corporate Credit Review manager reported directly to the Chief 
Credit Officer who reported to the Chief Risk Officer, who reported to the CEO. In addition, the 
Corporate Credit Review manager also had a direct line to the Finance Committee of the Corporate 
Board of Directors who had Board delegated responsibility for credit risk management and 
administration matters. 

Internal Audit's relattonship to each of these functions is as follows: 

• Corporate Fraud Investigations was realigned under the Internal Audit department on March 1, 
2007. As part of Internal Audit, Corporate Fraud Investigations clarified its role and 
responsibilities for conducting both internal and external investigations; began identifying 
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enterprise-wide, systemic fraud trerids and improved overall reporting of fraud results and 
trends to senior management and the Board. 

• Internal Audit and Corporate Fraud Investigations were independent functions that collaborated 
with Risk Mitigation regarding mortgage fraud and the filing of Suspicious Activity Reports. 

• Corporate Credit Review was likewise a separate and independent function, accountable and 
responsible for providing an independent assessment of WaMu’s credit risk and credit quality to 
the Board, Internal Audit performed independent audits of Corporate Credit Review. Internal 
Audit’s objective was to opine on the effectiveness of Corporate Credit Review's assurance 
work in order to determine the level of reliance we could place on their work. Internal Audit 
results were reported to Executive management and the Audit Committee. 

2. WaMu’s programs and strategies for the origination, purchase, sale, and securitization of 
higher risk, higher margin loans, including its decision to move to a “High Risk Lending 
Strategy” 

Strategy and programs regarding the origination, purchase and sale of loans were not within the 
purview of Internal Audit, as noted above. That said, during my time at WaMu, I became aware of 
the following understandings: 

• Historically, WaMu held adjustable rate mortgage (ARM) loans in its portfolio and substantially 
increased its Option ARM loan product starting in 2004. A significant portion of WaMu’s Option 
ARM’s was sold into the secondary market. 
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• WaMu began accelerating purchase of subprime loans in 2003 and had plans to continue 
growing this portfolio. 

• In addition to selling loans to secondary market participants, WaMu acquired home loans from a 
variety of sources, pooled and securitized those loans and sold them to investors. 

• WaMu recorded a net loss for 2007 due to significant credit deterioration in the single-family 
residential mortgage loan portfolio. In addition, credit quality concerns created uncertainty in the 
market for subprime mortgage products. Those concerns resulted in a contraction in secondary 
mortgage market liquidity for nonconforming residential loan products. 

• During the fourth quarter of 2007, WaMu discontinued all remaining lending through the 
subprime mortgage channel. 

• During the second quarter of 2008, WaMu eliminated the production of negatively amortizing 
products, including Option ARMs. 

While I became aware of the above matters during my work as General Auditor, I was not aware of 
nor had I seen the “Higher Risk Lending Strategy’ document dated and presented to the Finance 
Committee of the Board of Directors in January 2005 during my tenure as General Auditor. I was 
made aware of the "Higher Risk Lending Strategy” terminology after my departure from WaMu. 

3. The demand from Wall Street for high risk home loans 
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I was aware of the demand from Waif Street for high risk home loans in conjunction with WaMu’s 
strategy for selling loans into the secondary mailcet and securitizing loans and my general 
knowledge of the banking industry. 

4. Home loan underwriting and control policies, practices, and problems at Long Beach 
Mortgage Company (“LBMC"), including key audits and other reviews of Long Beach and 
management’s response 

While not all inclusive, listed below is my recollection and understandings regarding undenwriting, 
control policies and practices at Long Beach Mortgage Company (LBMC): 

• During the fourth quarter of 2005, WaMu announced its plans to reorganize its single family 
residential mortgage lending operations. This reorganization combined LBMC within the Home 
Loans Group. 

• LBMC practice was to re-underwrite ail purchased subprime loans and satisfy WaMu’s credit 
guidelines. 

• Practices existed for monitoring broker relationships to mitigate credit risk and potential fraud 
stemming from broker practices. 

Internal audits of LBMC operations were conducted in 2005, 2006 and 2007. LBMC operations 
were discontinued in fourth quarter 2007. Internal audit results reflected a less than satisfactory 
control environment in each year audited due primarily to a lack of sustainable and repeatable 
processes and ineffective management oversight. Key audits and other reviews included: 
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4/16/D6 LBMC - Repurchase Reserve Root Cause Analysis 

• LBMC originated subprime loans and held the loans in portfolio or sold them through 
securitizations or whole loans sales. In mid-2005, LBMC shifted from a securitization to a whole 
loan sales program. Unlike securitizations, the whole loan sales program included an early 
payment default provision that required LBMC to repurchase loans if the first payment due to 
the investor was not remitted by the borrower and not cured within 60 days of payment due 
date. 

• During the third quarter of 2005, LBMC experienced a dramatic increase in the volume of loans 
repurchased under recourse provisions, 

• Internal Audit executed a post mortem review of control and process breakdowns that included 
ineffective corporate governance, risk management practices and management oversight. 

12/31/06 LBMC Mortgage Repurchase Reserves Audit Report 

• The overall system of internal control requires improvement and is less than satisfactory. 

• Data integrity and governance issues were identified as needing improvement 

8/20/07 LBMC Loan Origination and Underwriting 

• The overall system of internal control requires improvement and is less than satisfactory. 

• Issues identified pertained to the lack of sustainable and repeatable processes due primarily to 
deficiencies related to underwriting quality, data integrity, the manually Intensive processing 
environment and repeat issues from prior audits and other independent reviews. 

Management's responses initially addressed the control deficiencies identified in the audit reports; 

however, action plans weren’t effectively executed in all cases. 
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5. Home Loan underwriting and control policies, practices, and problems at WaMu, including 

key audits and reviews, and management's response 

While not all inclusive, listed below were my understandings regarding underwriting, control policies 

and practices at the Home Loans (HL) Group: 

• In 2003 and 2004 a cost containment initiative was launched and was primarily directed at 
reducing the fixed cost structure of the mortgage banking business, through FTE reductions and 
facilities closures. By the end of 2004, this initiative resulted in reductions of approximately 
10,000 employees. 

• WaMu continued to increase its emphasis on home equity lending in 2005 though 2007. 

• During the fourth quarter of 2005, WaMu announced additional plans to reorganize its single 
family residential mortgage lending operations. This reorganization consolidated WaMu's 
subprime mortgage origination business, LBMC, within the Home Loans Group, 

• in 2007 and 2008, WaMu implemented a series of actions and initiatives to further consolidate 
the Home Loans business including: 

> Discontinuing all remaining lending through the subprime mortgage and wholesale 
channels; 

> Eliminating negatively amortizing products including the Option ARM from the product 
line. 

> Eliminating additional FTEs in the Home Loans business; and 
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> Closing various home loan centers, sales offices and home loan processing and call 
centers. 

• WaMu also took certain actions designed to reduce its potential future exposure to credit risk, 
including the reduction or suspension of certain undrawn home equity lines of credit. 

Internal audits of the Home Loans Group were conducted in 2005 - 2008. Audits were conducted of 
loan originations and underwriting, loan servicing, capital markets activities, compliance with laws 
and regulations and technology processes. The annual audit plan provided for between 35,000 - 
40,000 hours each year or approximateiy 25% - 30% of the total annual plan hours. 

Internal audit results reflected a less than satisfactory control environment due primarily to a lack of 
sustainable and repeatable processes caused by a manually intensive processing environment, 
non-compliance with policies and standards and an inordinate amount of change over this time 
period. Issues identified reiated to non-compiiance with specific laws and reguiations, Long Beach 
Mortgage issues discussed above, ineffective fraud monitoring processes, underwriting and 
appraisal processes, charge-off processes and technology related control weaknesses. 

6. WaMu and Long Beach policies, practices, and problems related to selling whole loans and 
securitizing mortgages. 

While not all inclusive, listed below were my understandings regarding policies and practices related to 
the sale and securitization of loans: 

• In 2004 and 2005, Long Beach Mortgage Company (LBMC) engaged in whole loan sale 
transactions of originated subprime loans in which it agreed to repurchase from the investor 
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each “early payment default' loan at a price equal to the loan's face value plus the amount of 
any premium paid by the investor. In the fourth quarter of 2005, LBMC experienced increased 
incidents of repurchase of early payment default loans sold by LBMC and this trend continued 
into 2006, (See above) 

• WaMu began experiencing increased incidents of repurchase requests no later than the fourth 
quarter of 2006. 

• in 2008, the provision for loan repurchases rose significantly, primarily reflecting an increase in 
the volume of investor requests to repurchase loans WaMu had previously sold. 

Internal Audits of processes related to securitizations were performed in 2005 - 2007 with a focus on 
controls surrounding sale and securitization transactions, deal structuring, transaction management and 
settlement, accounting, regulation compliance and supervisory oversight. Issues identified included 
processes for validating the accuracy of data and reporting. . 
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HOMELAND SECURITV AND GOVEENMENTAL AFFAISS 
WASHINGTON. DC 20510-6350 


March 11, 2010 

VIA U.S. MAIt. A EMAIL (isavittlShetcitvIaw.coml 

Mr. Randjf Melby 
c/o Janies P. Savitt.Esq. 

Savitt, Brace & Willey 
Paget Sound Plaza 
1325FourfliAvaiue, Suite 1410 
Seattle, WA 98101-2509 

Dear Mr, Melby: 

On March 25, 2010, the U.S. Senate Petmanent Subcommittee on Investigations will hold the 
first in a series ofhearings examining some of the causes and consequences of die recent 
financial crisis, the first heating will focus on the role of high risk home loans in the financial 
crisis, uring as a case history high risk home loans ori^nated and sold by Washington Medial 
Bank (“W^u”). The heating will begin at 9:30 <un. in Room 2 1 6 of the Hart Senate Office 
Building in Washington, D:C. 

The Subcommittee requests that you testify on a panel atlhe heaiii^ regarding yourrole al 
WaMu, To assist the SubconBiiiftee’s understanding of the issues, we ask that you be prepared 
to address and smswer questious about the foBowfing matters: 

1) WaMu's programs and strategies for the origination, purchase, saie,and 
seouiitizatian of hi^er risk, higher margin loans, including its decision to 
move to a “High Risk Lending Strategy”; 

2) The demand from Wall Street for high risk home loans; 

3) The role of the internal audit fonrakm ^ WaMu and hs relationship to other 
intranal review functions, including' Corporate Fraud Investigations, Risk 
Mitigation, and Corporate Credit Review, 

4) Home loan underwriting and control policies, praedees, and problems at Long 
Beach Mortgage Company (“LongB^h”), including key audits and other 
reviews of Long Beach and management’s response; 

5) Home loan undenwiting and control polides, practices, and problems at 
W^u, including key audits and reviews, and management’s response; and 

6) Wjfifu and Long Beach policies, practices, md problems related to selling 
whole loans and securitizing mortgages. 
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Please submit a written statement addressing the above mattras. This statement will be induded 
in its eittire^ in ttie printed hearing record. Subcommittee rules require that the written 
statement be teceivoS bj 9:30 a.m. on March 23, 2010. Please deliver the written statement to 
the Subcommittee’ s Chief dak, Mary Rohettson, tfarou^ electronic mail at 
Mary_Roberfson@hsgaC.aajate.gov. hr addition, you should be prepared to provide an oral 
statement of up to five minutes in length, to be followed by questions from Subcommittee 
Merhbers. 


Thank you for yorsr assistance in this matter. If you have any questions or would like addiricmal 
iufiatnation, please corrtact Zachary Schtam (Senator Levin) at (202) 224^9505 or Anthony 
Cotto (Senator Gobum) at (202) 224-3721 . 



Ranking Minori^ Mmnber 

Pennaaent Sabcotnmiltee on Investigations 




Carllevin 

Chsormai 

Permanent Si^ommittee on Inve^gaHons 
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Prepared Statement of David Schneider 
before the 

Permanent Subcommittee on Investigations 
Committee on Homeland Security and Governmental Affairs 
United States Senate 

April 13, 2010 


Chaiiman Levin, Ranking Member Cobum, and Members of the Subcommittee, 
thank you for the opportunity to appear before you today to discuss the causes and 
consequences of the recent financial crisis. My name is David Schneider. I understand 
the importance of the Subcommittee’s investigation and welcome the opportunity to 
provide the Subcommittee with information related to its work. 

From July 2005 until September 2008, 1 served as President of Home Loans at 
Washington Mutual. At the time I started, I had responsibility for WaMu’s prime 
mortgage business, which included the origination of mortgages done through loan 
officers, mortgage brokers or whole loan purchases from third parties. Home Loans also 
included WaMu’s business of servicing prime residential mortgage loans and a variety of 
functions supporting WaMu’s business, including a capital markets group. 

Over time, my responsibilities expanded. In 2006, 1 was given responsibility for 
real-estate secured consumer lending (home equity loans and lines of credit), which had 
been part of WaMu’s retail banking line of business. Also in 2006 1 was given 
responsibility for Long Beach Mortgage Company, a subprime mortgage lender that 
WaMu had bought in 1999. Long Beach was WaMu’s only subprime channel. As 
discussed more fully below. Long Beach was eventually incorporated into the Home 
Loans business line and then shut down in the third quarter of 2007. 

WaMu’s lending strategy. The Subcommittee has asked that I address “how 
strategy for the Home Loans Division was established and implemented at WaMu, 
including with respect to the decision to move to a ‘High Risk Lending Strategy.”’ I am 
not in a position to provide first-hand testimony regarding the adoption of WaMu’s 
Higher Risk Lending Strategy, because that strategy was adopted before I joined WaMu, 
but I am happy to tell the Subcommittee what I do know. 

It is my understanding that the strategy was adopted (before I arrived in July 
2005) in connection with WaMu’s 2005 Strategic Plan, which was reviewed with the 
WaMu Board of Directors in June 2005. After I arrived at WaMu I was informed of the 
strategy and the reasons for it. In brief, I was told that WaMu had capital that needed to 
be put to more productive use for the company’s shareholders. In addition, WaMu’s 
management wanted to reduce WaMu’s relative exposure to market risk — that is, 
exposure to interest rate changes. It was my understanding that WaMu’s management 
planned to do so by taking on additional credit risk through a shift in the assets WaMu 
chose to hold on its balance sheet. 
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It was also my understanding that management planned its decision to be part of a 
broader effort to better diversify the risk of the bank across its various lines of business 
and to reduce its exposure to market risk. For example, management regarded the 
acquisition of the Providian credit card business as part of this new strategy. Within 
Home Loans, the bank diversified its risk profile not only by changing its lending product 
mix and parameters, but also by reducing its concentration in Mortgage Servicing Rights. 
The rights to service loans owned by others were at the time one of the largest assets on 
WaMu’s balance sheet, and they subjected the bank to substantial interest rate risk. In 
fact, primarily in an effort to reduce its exposure to this risk, WaMu sold $140 billion of 
Mortgage Servicing Rights in 2006. 

The new strategy therefore focused on assets that presented a particular credit 
risk/market risk balance, such as credit cards, home equity loans and certain prime, Alt- 
A, and subprime loan products. For example, credit card and mortgage loans with 
payment obligations that adjusted based on market interest rates helped shift WaMu’s 
risk profile from market to credit risk, and it was in this area that WaMu decided to put 
greater focus. To accomplish that goal in Home Loans, WaMu planned to accelerate the 
development of various Alt-A, subprime, and adjustable rate mortgages. 

The Home Loans business. As I indicated above, WaMu’s prime mortgage 
business was conducted through its Home Loans business line, which I was hired to run 
in July 2005. During periods when WaMu handled Alt-A loans, those loans were within 
Home Loans’ purview as well. Subprime lending, by contrast, was handled through 
Long Beach Mortgage, which was separate from Home Loans until early 2006. 

WaMu’s Home Loans business included four different loan origination channels: 

• Retail, which was the origination of mortgage loans through loan officers 
employed by WaMu, often located in WaMu’s bank branches and home loan 
centers; 

• Wholesale, in which independent mortgage brokers would work with potential 
borrowers, prepare loan files for them, and submit them to one or more lenders for 
consideration, underwriting and closing; 

• Correspondent or conduit, through which WaMu would buy, either in bulk or on a 
loan-by-loan basis, closed loans that third parties had originated; and 

• Consumer direct, essentially an inbound call center-based version of the retail 
channel that primarily handled refinancings of existing WaMu loans. 

The balance among these channels changed over time. In the second quarter of 2006, we 
terminated WaMu’s correspondent channel, which primarily provided fixed-rate loans 
that were sold in the secondary market (primarily to Fannie Mae and Freddie Mac) and 
resulted in the creation of Mortgage Servicing Rights. WaMu’s efforts in the third-party 
purchase business shifted to its conduit, which allowed WaMu to buy loans in bulk for 
securitization. During the third quarter of 2007, in turn, WaMu ceased buying loans in 
bulk through the conduit channel. 
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WaMu’s Home Loans business originated many different types of loans, 
including 15- and 30-year fixed rate conforming and non-conforming loans; various types 
of adjustable rate mortgages (“ARMs”); and Option Adjustable Rate Mortgages — ^so- 
called Option ARMs. Lenders had long offered Option ARMs to home buyers and 
owners, especially in California, where WaMu’s business and banking branches were 
heavily concentrated. The interest rates on Option ARMs changed on a monthly basis, 
but the terms of the loans provided four monthly payment options to allow borrowers to 
tailor each month’s payment to their current financial situation. Many borrowers valued 
this flexibility, particularly in California where home prices were high. 

Although WaMu intended to expand its credit guidelines consistent with the 2005 
Strategic Plan’s goal of shifting from market to credit risk, we never did implement the 
Plan as written. As housing prices peaked and began declining and the economy began 
softening in 2006, and as credit markets tightened in 2007 and 2008, WaMu took a series 
of steps to adopt more conservative credit policies and to move away from loan products 
with greater credit risk. We focused on narrowing WaMu’s product set, tightening credit 
parameters, and resizing our business to reflect lower industry origination volumes. We 
tightened credit standards by changing documentation requirements; raising required 
minimum FICO scores and lowering loan-to-value ratios; dramatically curtailing the 
availability of underwriting exceptions (which allowed certain underwriters to approve 
loans that did not meet certain underwriting guidelines based on the existence of 
compensating factors); and increasing the requirements for getting home equity loans. 

We also instituted a number of business changes designed to make WaMu’s loan 
origination business more effective and efficient in determining which loans should be 
approved. Among other things, we put in place mi automated underwriting tool; we 
began to employ automated fraud detection programs; and we consolidated WaMu’s 
origination systems, giving us a single system for the origination of home loans. We also 
reduced the number of loan products we offered. We eliminated Alt-A lending in late 
2007 and discontinued Option ARM lending in January 2008. 

WaMu’s Option ARM lending decreased (in dollar terms) by more than 50% 
from 2005 to 2006 and by 35% from 2006 to 2007, the last year in which we made any 
Option ARM loans. Even in fixed-rate prime loans, volume declined substantially; 
prime, fixed-rate loan volume was down 59% from 2005 to 2006, 12.5% from 2006 to 
2007 and 19% from 2007 to 2008. 

Long Beach Mortgage. Long Beach was placed under my supervision in the first 
quarter of 2006. I understand that, at that time, it was a wholly owned WaMu subsidiary 
(and 1 believe that it ceased to exist as a separate legal entity not long thereafter). The 
decision to make Long Beach a WaMu subsidiary and then unwind its corporate structure 
was made before my arrival at WaMu. Long Beach historically had originated loans 
through mortgage brokers and only for sale to third parties. 

At the time I was given responsibility for Long Beach, I was asked to address the 
challenges it was experiencing. During 2006 we made management changes at Long 
Beach. Then, in the third and fourth quarters of 2006, repurchase requests spiked at Long 
Beach. These requests came from loan buyers who demanded that Long Beach buy back 
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certain loans. The buyers asserted that the underwriting or performance of these loans 
was allegedly inconsistent with representations and warranties Long Beach had made in 
connection with their sales. Buyers sometimes demand repurchase when it is not 
appropriate, and repurchase demands are typically evaluated in consultation with the 
buyer and do not always and necessarily lead to repurchase. We nevertheless responded 
to the spike at Long Beach by establishing a taskforce to review and respond to these 
demands and implemented a seven-step process for proactively identifying loans that 
might present repurchase obligations. Through this process, we sought to identify loans 
that might be subject to repurchase and reached out to buyers when we identified such 
loans rather than waiting for buyers to come to us. 

As 1 became more familiar with Long Beach, I concluded that its lending 
parameters should be tightened, and we did that in many and varied ways. Across a 
variety of products, we raised minimum FICO scores, lowered maximum loan-to-value 
ratios, established product-specific maximum loan values, raised minimum credit history 
requirements, raised documentation requirements, and implemented mechanisms to 
detect and root out fraud. We did away with stated-income lending and began requiring 
tax and insurance escrow accounts. As a result, the percentage of Long Beach loans 
approved based on full documentation increased every year from 2005 to 2008, and the 
percentage of subprime loans with combined loan-to-value ratios greater than 90% 
decreased every year over the same period. The broader strategic decisions we made 
were of a piece with these credit-tightening changes. We eliminated many Long Beach 
products, and in mid-2007 we stopped originating subprime loans entirely. As a result, 
subprime lending declined by 33% from 2005 to 2006 and by 80% from 2006 to 2007. 

Whole loan sales and loan securitizations. WaMu had the capability to originate 
far more loans than its capital would allow it to place on its balance sheet. WaMu 
therefore sold to third parties the majority of the loans it originated, through either 
securitizations or whole loan sales, keeping only what it could afford to carry in its 
portfolio. Loans were originated so that they could be either kept or sold, however, and 
the personnel who handled loan production generally did not know whether any given 
loan would be held for sale or held for investment — that is, there were no separate 
procedures for loans intended for sale versus loans intended for WaMu’s portfolio. 

Decisions on which loans to hold for investment and which to sell were made by 
bank executives and senior managers through the Asset and Liability Committee 
(“ALCO”), of which I was a member. Decisions were based on ALCO’s evaluation of 
the risk/retum profile for a set of loans, including whether they were of a type that would 
subject WaMu to interest rate volatility and would suit the needs of the whole enterprise’s 
balance sheet. Because risk/return profiles varied among different types of loans, some 
loans were more likely to be held for investment than others. WaMu sold almost all of 
the 30-year fixed rate mortgages it originated, for example, as substantial interest rate 
volatility was inherent in those loans, while it kept essentially all the home equity loans it 
originated. ALCO also considered other issues that could affect WaMu’s balance sheet, 
including the product spread and geographic makeup and concentration of the loans it 
already held on its books. 
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Securitizations of non-agency loans that came through Home Loans were 
conducted by Home Loans’ capital markets group and involved three other, separate 
entities: WaMu Capital Corp., WaMu Asset Acceptance Corp., and Washington Mutual 
Mortgage Securities Corp. Long Beach Mortgage initially had a separate capital markets 
group that securitized Long Beach loans. Later, as Long Beach was incorporated into 
Home Loans, its loans were securitized through WaMu Capital Corp. WaMu’s 
mortgage-backed securities were sold to institutional investors such as hedge funds, 
mutual funds, and other financial institutions. When WaMu securitized loans, it often 
retained a residual interest in the securities and thus kept the first-loss position on loans 
that failed to perform. Similarly, WaMu’s whole loan sales were generally negotiated 
transactions with institutions having significant expertise in this area, including those in 
the financial services, mortgage servicing, and real estate lending industries. Purchasers 
of both whole loan and mortgage securities had access to extensive information regarding 
the loans, including the performance of similar loans, and conditions in the housing 
market. With regard to whole loans sales, buyers were provided actual loan files for their 
review. Both securitizations and whole loan sales were made possible — as are essentially 
all financial transactions — by the reality that sophisticated participants in the financial 
industry value assets differently based on different predictions as to future events, 
different appetites for different risk/retum profiles, and different balance sheet needs. 

* ♦ ♦ 

Mr. Chairman, Ranking Member Cobum, and Members of the Subcommittee, 
thank you for the opportunity to address the issues the Subcommittee is considering. To 
the extent I can provide further insight, I welcome the opportunity to do so. Thank you. 
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Opening Statemenl of David Beck April 13, 2010 

Permanent Subcommittee on Investigations Page I of 6 

Senate Committee on Homeland Security and Governmental Affairs 


Chairman Levin, Doctor Coburn, and members of the Permanent Subcommittee, my name is 
David Beck. From April 2003 through September 2008 1 worked at Washington Mutual Bank, 
which I will call WaMu for the purposes of my testimony today. 1 appreciate the 
Subcommittee’s invitation to appear to discuss my experiences at WaMu. I hope that I can 
provide information that will assist the Subcommittee in its investigation of the causes and 
consequences of the financial crisis. 

1 understand that the Subcommittee is interested in various topics related to my work in WaMu’s 
capital markets organization and to my role and responsibilities with respect to three WaMu 
subsidiaries: WaMu Capital Corp., which was called “WCC”; WaMu Asset Acceptance Corp., 
which was called “WAAC”; and Washington Mutual Mortgage Securities Corp., which was 
called “WMMSC” (pronounced “WIM-zic”). 1 also understand that the Subcommittee is 
interested in learning about my role and responsibilities with respect to Long Beach Mortgage 
Corporation, which was a separate subsidiary, first of Washington Mutual, Inc., then of WaMu, 
My comments are organized along the lines provided in the Committee’s invitation to me. 

An Overview of WMMSC. WAAC. and WCC 

Like most other banks that originated mortgage loans, WaMu originated substantially more loans 
than it could keep on its balance sheet for investment purposes. And so WaMu’s capital markets 
organization managed WaMu’s overall strategy for selling mortgage loans that WaMu did not 
retain on its books. 

During the time that I was head of capital markets for WaMu, people who reported to me were 
responsible for overseeing the entities that purchased and held loans that were to be sold into the 
secondary market (WMMSC and WAAC, depending on the time period). WMMSC and WAAC 
purchased loans from WaMu, and from other mortgage originators, and held the loans until they 
were sold into the secondary market. WCC was a registered broker dealer and acted as an 
underwriter of securitization deals for a period of time beginning in 2004 and ending in the 
middle of 2007. 

In addition to buying and selling mortgage loans, WMSSC acted as a “master servicer” of 
securitizations. The master servicer collects and aggregates the payments made on loans in a 
securitized pool and forwards those payments to the Trustee who, in turn, distributes those 
payments to the holders of the securities backed by that loan pool. These distributions are made 
in accordance with the terms of the securitization documents, and each securitization has detailed 
rules setting out how loan payments are to be distributed to securities holders. The distribution 
rules can be referred to as the “waterfall.” 
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WCC’s Structure and Operations 

Sales of Mortgage-Backed Securities 

As I mentioned, WCC was a registered broker dealer and acted as underwriter of securitization 
transactions generally involving WMMSC or WAAC. In such instances, WMMSC or WAAC 
would sell, or “deposit,” loans into a securitization trust in exchange for securities backed by the 
loans in question. WMMSC or WAAC would then sell these securities to WCC as underwriter, 
and WCC would sell the securities in the secondary market. As part of the underwriting process, 
WCC conducted due diligence on the loans in the securitization loan pool through the use of 
third-party due diligence providers. WCC conducted this diligence regardless of whether the 
loans in question had been originated by WaMu or a third-party originator. The diligence 
process generally involved the review of loan files for a statistically appropriate number of loans 
to be pooled in each securitization trust. A portion of the reviewed loan files were selected at 
random, while some were adversely selected based on various negative traits. 

WCC sold mortgage-backed securities to a large variety of institutional investors including 
hedge funds, mutual funds, commercial banks, insurance companies, pension funds, and the like. 
In many instances, the individuals making the investment decision had long-term, hands-on 
experience creating and selling mortgage-backed securities. The buyers were thus in a position 
to be selective about the types of securities they would purchase based on their judgment, 
specific investment needs and objectives. As a result, mortgage-backed securitization deals were 
customized transactions. The loans included in a pool to support the securities as well as the 
actual securities themselves were constructed based in part on negotiations with the initial 
buyers, which often would express a desire for securities with specific credit ratings or 
maturities, for example, or for the loan pools to fall within certain credit parameters or 
geographical distributions. 

Not surprisingly, different buyers are interested in acquiring different types of mortgage-backed 
securities, and each makes its own decisions about whether to participate in any given 
transaction based, for example, on: 

• Institutional investment guidelines. Some buyers’ guidelines (or indentures or 
prospectuses) might allow the purchase of only AAA-rated securities. Others might be 
specifically focused on higher risk, higher-returning securities. 

• A buyer’s current exposure to and appetite for different levels of credit risk, A buyer 
holding a significant mnount of AAA -rated securities might be interested in taking on the 
additional credit risk, and the additional potential return, of lower-rated securities. 

• The maturities of the securities being offered. Most buyers wanted to hold securities that 
provide cash flows matching their liabilities. 

• The various risk concentrations of the loans in the securitization trust. A buyer with an 
investment strategy focused in low-FlCO or high-LTV loans, for example, might not be 
interested in a deal backed only by prime mortgages. 
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• The issuer involved in the transaction. Buyers often would seek to diversify their 
portfolio investments across the mortgage finance industry by holding mortgage-backed 
securities issued by different issuers off many different registration statements. 

Buyer interest in any given mortgage-backed securitization would also depend on the buyers’ 
existing leverage and capitalization; how the varying returns on equity different buyers could 
generate and were targeting might be affected by acquiring different types of assets; the buyers’ 
assessment of the market and economy; and other financial economic considerations. Given that 
buyers determine what to buy based on their unique interest in and assessment of a specific 
securitization and of the market in general, the value of and interest in any given offering, and 
the loans supporting that offering, would vary from buyer to buyer and from deal to deal. A deal 
supported by prime loans might be less valuable to a buyer with holdings already concentrated 
on lower risk loans than to other buyers. A security for a deal with very long final maturity 
might be less valuable to a buyer who needs shorter-term assets. 

Potential buyers of mortgage-backed securities were given access to information about the 
securities in question and about the characteristics of the loans underlying the securities. This 
included not only the information in the prospectus supplement for each securitization (which 
described the types of loans in the loan pool, the underwriting process, and the characteristics of 
the borrowers and the security underlying the loans), but also a “loan tape” that included specific 
information about the nature of each loan in the pool (borrower’s FICO score, loan-to-value 
information, information about the loan t>pe and terms, and the like). Investors also had access 
to extensive information, released on a monthly basis, about the performance of prior 
securitizations of loan pools made up of the same type of loan product. Investors could review 
all of this information before deciding whether purchasing the particular offering would fit into 
their overall investment strategy. 

In general, WCC concentrated on underwriting securities backed by prime or A!t-A loans that 
WaMu had originated or that WaMu or WMMSC had acquired from third-party originators. For 
most of my time at WaMu, sales and securitizations of loans originated by Long Beach Mortgage 
were done by Long Beach’s separate capital markets group. As a result, while WCC may have 
participated as a “co-underwriter” in transactions involving the securitization of Long Beach 
loans, any such deals generally would have been led by other underwriters such as RBS 
Greenwich Capital, UBS Warburg, Credit Suisse First Boston and the like prior to mid to late 
2006. WCC would have been the sole or lead underwriter of securities backed by Long Beach- 
originated sub-prime loans only thereafter. 
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Whole Loan Sales 


WCC also occasionally participated in whole loan transactions (in which a buyer would acquire 
an entire group of loans rather than securities backed by a group of loans). WCC negotiated the 
terms of and helped to close whole loan sales undertaken by whatever entity then owned the 
loans in question. Typically, these were sales of WaMu-originated loans, though on occasion 
WCC would participate in the sale of loans originated by third parties. 

Whole loan purchasers were significant players in the financial services, real estate lending and 
loan servicing industries. As a result, each bulk whole loan sale was in many ways a unique, 
highly negotiated transaction. As with buyers of mortgage-backed securities, whole loan buyers 
assess their needs based on their current portfolio of whole loans and target future risk profile. 
Some may find themselves concentrated in certain product types or other risk characteristics and 
want to buy different kinds of loans or loans to borrowers with different risk profiles (higher or 
lower FICO scores or LTVs, for example). In any case, of course, buyers generally sought to 
diversify their risk and maximize their risk-adjusted return. 

As a natural part of considering whole loan sale transactions, WCC and others in the capital 
markets organization were well positioned to help WaMu or WMMSC consider whether the best 
execution of a loan sale involved a whole loan sale transaction or a securitization, with the 
outcome depending on market demand, the needs and wants of interested buyers, and the like. 

Of course, as I suggested earlier, in any given deal the assets in question are more attractive to 
one of the parties than to the other, and that difference is in part what allows the deal to be done 
in the first place. For example, a lender with a heavy investment concentration in one type of 
loan product might be less interested in acquiring or holding loans of that type than a lender 
without the same concentration. In such a case, the first lender might sell loans of that type to 
the second and thus create opportunities for both. 

Other Capital Markets Activities 

Hed2ing 

WaMu engaged in hedging activities for various purposes. For example, WCC staff became 
responsible in 2005 for hedging the interest rate risk associated with unsold mortgage-backed 
security positions and with loans purchased in bulk for resale in the conduit program and held at 
WMMSC. And personnel who worked for WaMu, not WCC, hedged (1) the interest rate risk on 
loans that had not yet closed, but for which WaMu had made loan commitments; (2) closed loans 
that were in a WaMu loan warehouse and awaiting sale; and (3) WaMu’s mortgage servicing 
rights. These interest rate risks were hedged by purchasing various types of securities (including 
mortgage-backed securities), swaps, options, and other derivatives. Importantly, neither WCC 
nor WaMu was approved to trade in credit default swaps, and CDS were not used to bet against 
the performance of mortgage-backed certificates that WCC sold. 
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The Pricing of Mortgage Products 

Because WaMu’s capital markets organization was engaged in the secondary mortgage market, it 
had ready access to information regarding how the market priced loan products on any given 
day. Using this information, we determined the initial prices at which WaMu could offer loans 
to consumers by adding to the then-applicable market prices for private or agency mortgage- 
backed securities, the (1 ) cost to hedge the loan pipeline, (2) cost to sell to the secondary market 
and (3) cost to service and value of servicing the loans. Home Loans personnel would develop 
the prices at which they could offer loans to consumers by adding their own costs of origination 
and a margin. 

The Conduit Program 

From time to time, WMMSC purchased from other loan originators loans that were then 
included in WaMu-sponsored securitizations. The goal of this conduit program was to purchase 
loans from various loan originators and pool them together to create a securitization that was 
attractive to the secondary market. WCC’s role in such securitization transactions was the same 
as in those WCC-underwritten deals involving WaMu-originated loans: it helped construct and 
negotiate the loan pools, conducted due diligence (through independent third parties), created 
securitization structures attractive to investors (including by meeting their rating requirements), 
and sold the securities. 

Repurchase & Recovery 

Your invitation asked specifically about the Repurchase and Recovery Team. In general, 
purchasers of loans, whether the buyer in a whole loan sale or the trustee of a trust holding loans 
underlying a securitization, can under certain circumstances demand that the seller of the loans 
repurchase a loan. While I do not have a lawyer’s understanding of repurchase rights, I do know 
that, under appropriate circumstances, a purchaser may demand that the seller repurchase a loan 
on which the borrower fails to make a specified number of monthly payments owed (an early 
payment default), for example, or when there has been an a breach of a representation or 
warranty contained in the transaction documents for the loan sale or securitization. Like most 
other aspects of the sale and securitization of home loans, the repurchase and recovery process is 
filled with negotiation: buyers often take a very aggressive and expansive view of when a seller 
is obligated to repurchase a loan, and sellers often disagree. In some cases, the seller convinces 
the buyer that the seller is not obligated to repurchase the loan. In others, the seller agrees to 
make the repurchase. In still others, it is the seller that identifies problems with a loan in the first 
instance and initiates the repurchase process without demand from the buyer. Often the issue is 
resolved short of repurchase (through correction of documentation problems or the payment of a 
“make whole” amount, for example). 

At some point in 2007 or 2008, the group at Washington Mutual responsible for evaluating and 
responding to repurchase requests was placed under me. That group reviewed repurchase 
requests to determine if they presented valid grounds for repurchase of the loan at issue, and then 
responded to the requests accordingly. When appropriate, the group was also responsible for 
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making repurchase demands to those financial institutions from which WaMu or WMMSC had 
acquired loans. The group, which came to be called the Repurchase and Recovery Team, also 
created a computer modeling process to identify loans that might present a repurchase obligation. 

Conclusion 


I hope that this brief introduction has been helpful to the Subcommittee and would be happy to 
answer any further questions you may have. 
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STATEMENT OF STEPHEN J. ROTELLA 

BEFORE THE 
UNITED STATES SENATE 

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
April 13, 2010 

Chairman Levin, Ranking Member Cobum, and Distinguished Subcommittee Members: 

I want to thank the Subcommittee for inviting me to testify and for the 
opportunity to submit a written statement in connection with my testimony. While the majority 
of WaMu’s people and functions were unrelated to residential mortgage lending, 1 understand 
that the Subcommittee’s inquiry is focused on residential mortgage lending, and I will, therefore, 
address my remarks to that particular subset of WaMu’s much larger consumer and business 
banking operations. 

Professional Background 

I was the Chief Operating Officer at Washington Mutual (WaMu) from 2005 until 
September 2008, when the FDIC seized the bank and sold its assets at the height of the global 
financial crisis. Prior to the FDIC seizure of WaMu, 1 had worked in the financial services 
industry for three decades. I began my career at what is now Accenture and subsequently 
worked at several companies in the mutual fund, brokerage and banking industries until 1 joined 
Chemical Bank in 1987. 1 spent nearly 18 years at Chemical Bank (and its successor 
companies), now known as JPMorgan Chase. 1 worked my way up from a staff position at 
Chemical Bank to become one of a handful of executives who successfully navigated Chase 
Home Finance (JPMorgan’s residential lending business) through some of the largest and most 
challenging operating integrations in the history of the industry. Together with my colleagues, 
we grew Chase’s home lending business from a modest regional business into the fourth largest 
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and one of the most respected operations in the country, I was promoted to Chief Operating 
Officer of Chase Home Finance in 1998, and then to Chief Executive Officer in 2000 — a 
position I held until I left Chase in 2005 to join WaMu. I was a member of the JPMorgan 
Executive Committee, which consisted of the top thirty or so executives at the company. 

As COO and CEO of Chase Home Finance, I was committed to community 
development and affordable lending, and, in that regard, I spearheaded one of the largest 
commitments to expanding home ownership at that time. I was also active in the lending 
industry, serving on the board of the Mortgage Bankers Association, as president of the 
Consumer Mortgage Coalition, and as a member of the Housing Policy Council of the Financial 
Services Roundtable. I also participated in FM Watch, a group focused on the systemic risk and 
duopolistic market power of the GSEs, well before the global financial crisis brought these issues 
to the fore. 

Joining WaMu 

I Joined WaMu in 2005, following the company’s search to fill the newly created 
position of Chief Operating Officer. Because WaMu had been a competitor of Chase for years, I 
had some familiarity with WaMu and its business practices. I knew that WaMu was the sixth 
largest retail depository institution and the third largest mortgage lender in the country. 1 also 
knew that WaMu had emerged on the national stage as a result of a succession of large bank and 
mortgage company acquisitions in the 1990s and 2000s, and that it had experienced 
extraordinary growth in home lending in the early 2000s. By 2003, WaMu had an 1 1.4% share 
of the home lending market with new loan volume of approximately $417 billion during that 
year. 

From my vantage point as a longtime competitor, I knew that WaMu had a 
number of strengths, but that 1 would also face several significant challenges when I accepted the 
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coo position in 2005. While the Bank’s underwriting practices and lending policies seemed to 
be roughly in line with its peer institutions (on comparable products in comparable localities), 
WaMu had certain characteristics that 1 believe resulted in a heightened level of risk. Three 
factors in particular (each of which had developed over many years) needed to be addressed 
proactively: 

First, the credit risk associated with WaMu’s home lending was highly 
concentrated. WaMu was significantly invested in mortgage assets relative to its size, and those 
assets were concentrated in a limited number of states. A key component of this particular risk 
factor was the fact that WaMu, as a federally-chartered thrift, was generally required to invest at 
least 65% of its assets in residential real estate and consumer loans. In addition, nearly 60% of 
WaMu’s residential loans were secured by properties in California and Florida, both of which 
had above-trend home price appreciation for a number of years. 

Second, the bank had significant operating weaknesses, particularly in its home 
lending segment. In my judgment, WaMu had grown too quickly in the late 1990s and early 
2000s and did not develop the corresponding depth of management or the requisite infrastructure 
to sustain that growth. When I arrived at WaMu in 2005, the bank was separately operating 
three home lending businesses (prime, subprime and home equity), with outdated infrastructure 
and multiple, inconsistent systems and processes resulting from the succession of acquisitions 
noted above. Operational weaknesses made it very difficult to properly manage such a complex 
business — particularly during a high growth, high volume period. 

Third, WaMu was experiencing rapid growth in its higher risk home loan 
products. In particular, even while WaMu’s overall lending volume declined in 2004, the bank’s 
Option ARM volume was up 124% and subprime volume was up 52% that same year. 
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These and other factors resulted in certain operating missteps and financial losses 
in 2003 and 2004 that led to management changes at the company. It was in this environment 
that a new executive team began to take shape, which included my recruitment to WaMu in 
January 2005. Thereafter, I accelerated this process in my areas of responsibility with the hiring 
of additional experienced managers. The team (which consisted of new executives from well 
respected companies as well as tenured WaMu veterans) believed that with enough time and 
effort, WaMu could resolve its deficiencies and take its place among the country’s finest 
financial institutions. 

My Responsibilities at WaMu 

Reporting directly to Kerry Killinger, CEO, my initial responsibility was to 
implement and execute the strategic plan established by the Board of Directors, and to improve 
the bank’s day-to-day operations. The heads of WaMu’s four business lines — Retail Banking, 
Commercial Lending, Home Loans and, later in 2005, Credit Cards — reported to me, as did the 
heads of other units such as Technology and Marketing. All other segments of the bank, 
including Risk Management (which encompassed, among other things, the credit risk 
management function, internal auditing , regulatory relations and compliance). Finance 
(including the treasury function and strategic planning). Legal and Human Resources, reported to 
Mr. Killinger. 

Prior to the time I joined WaMu in 2005, the Board of Directors had approved a 
five-year strategic plan. This plan called for additional growth in the mortgage lending business 
with a particular emphasis on higher margin and higher risk products. The Board’s decision to 
move to a higher margin lending strategy was undoubtedly influenced by the fact that it was very 
difficult for private sector lenders to make a reasonable return on capital in conventional lending, 
due to the dominance and advantages of Fannie and Freddie in the conventional lending 
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segment. As a result, lenders like WaMu could obtain higher returns for loans with more credit 
risk, which led to a market expansion in those products. The bank’s strategy, while it had some 
logic at the time the Board envisioned it, and was similar to strategies adopted at a number of 
other banks, was, with the benefit of hindsight, ill-advised. As the post-2005 financial crisis 
conclusively established, credit risk was mis-priced for a declining housing market. 

I did not design this strategy-, and due to the state of the company’s operations, 
which were even weaker than 1 had anticipated before I joined WaMu, and a changing external 
environment, 1 and others realized that changes to the strategy needed to be implemented. With 
a steadily softening real estate market, a small group of executives consisting primarily, but not 
exclusively, of me, the Chief Financial Officer and the head of Strategy, determined that WaMu 
needed to move away from its concentration in home mortgages, which was a fundamental 
change to the company’s historical business model. We gained the concurrence of the CEO. 
Thus, even while other high profile industry players (including Bank of America, Wachovia and 
Merrill Lynch) were acquiring mortgage companies and growing their residential lending 
businesses, we worked to change WaMu’s risk profile by: 

(i) diversifying the bank’s mix of businesses; 

(ii) reducing new loan volumes and WaMu’s corresponding share of the 
residential lending market; and 

(iii) reducing the size of our mortgage loan and servicing portfolios. 

We believed that if WaMu carefully built up non-mortgage revenues while at the 
same time reduced mortgage concentration, we ultimately could enhance WaMu’s long-term 
prospects, with more stable earnings and a lower level of risk. We also knew that effecting 
fundamental change at a complex institution with over $340 billion in total assets would take 
careful planning, execution and time. 
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Diversification 

A critical strategy was to broaden and expand revenues in the retail banking 
segment while also improving the retail bank’s operations and efficiency. I led the revamping of 
WaMu’s checking and deposit products and the build out of small business and online banking 
services that significantly stimulated customer and deposit growth. By 2006, we moved the 
retail bank into top tier positions in customer acquisition, internet banking, small business 
growth and overall customer service. At the same time, we made the decision to begin closing 
hundreds of underperforming retail bank branches throughout the United States in an effort to 
reduce costs and improve the financials of the retail banking segment. In the third quarter of 
2005, WaMu bought and I led the team that seamlessly integrated an $1 8 billion credit card 
business from Providian Financial Corporation. We also worked to prudently grow WaMu’s 
commercial lending business. These changes allowed the bank to leverage its fixed costs while 
simultaneously beginning to diversify its business as a whole. 

Reduction of New Loan Volumes 

Beginning in 2005, 1 recruited a number of new executives into the home lending 
area and we began to reduce the volume of WaMu’s higher risk lending and WaMu’s overall 
share of the mortgage market. We were successful in this endeavor. When I joined the 
company, subprime lending through the bank’s Long Beach Mortgage subsidiary was increasing 
every quarter. I recognized operating issues at Long Beach and made a series of changes to 
address these issues and to reduce subprime lending growth. In late 2005, 1 changed the 
management of Long Beach and consolidated it into our larger home lending unit to gain 
efficiencies and achieve more transparency into the workings of the business. Subprime lending 
volume, (as noted earlier, up 52% in 2004), was reduced slightly in 2005, and reduced at an 
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accelerating rate in subsequent years. Specifically, subprime volume was down 31% in 2006 and 
an additional 69% in 2007. By the middle of 2007, the level of new volume was negligible and 
in the third quarter of that year, the bank entirely shut down its Long Beach related subprime 
lending operations. 

As the U.S. housing market continued to deteriorate and its impact began to 
spread to the overall economy, we continued to shift focus toward reducing WaMu’s credit 
exposure. We reduced WaMu’s volume of Option ARM loans by nearly 35% from 2005 to 
2006, and by an additional 44% year-over-year deeline in 2007. At the start of 2008, Option 
ARM volume was very low and the eompany stopped originating that product altogether in the 
second quarter. Management also progressively tightened underwriting standards across all loan 
products, shifted the bank’s product strategy toward originating more conforming mortgage 
loans that could be sold to Freddie Mac and Fannie Mae, and discontinued lending conducted 
through the correspondent and later the wholesale channel — thereby migrating WaMu’s 
mortgage volume away from third party producers and toward direct originations from retail 
customers where the company would have greater control over the entire loan process. 

As a result of these actions, we reversed the growth trajectory in WaMu’s home 
lending business overall, shrinking new loan volumes by about 50% from 2004 levels, and faster 
than the market as a whole. Specifically, the company’s share of the mortgage market, which 
was 1 1 .4% in 2003, dropped to 5.7% by 2007 and 4.0% by the time the bank was seized. 
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Reduction of Mortgage and Servicing Portfolios 

In 2005, we began to slow the rate at which the mortgage assets on WaMu’s 
balance sheet had been growing. The significant volume reductions (noted above) helped and 
were further aided by other actions. As part of the plan to reduce WaMu’s mortgage risk, the 
bank sold nearly all 2004 and 2005 subprime residuals and began to sell the majority of Option 
ARM loans that it originated. In 2006, WaMu also sold $18 billion in mortgage loans from its 
portfolio. Consequently, WaMu’s mortgage portfolio was up only 7% from 2004 to 2005 — 
compared to a 23% increase from 2003 to 2004 and a 29% increase from 2002 to 2003. 
Beginning in 2006, the overall portfolio actually decreased in size, including decreases in the 
subprime segment (which had increased by 48% from 2003 to 2004) and the Option ARM 
segment (which had been up 35% from 2003 to 2004) until the secondary markets collapsed in 
the second half of 2007. 

To frame this another way, from 2002 through 2004, the overall residential loan 
portfolio at WaMu grew 58%. Then, from its peak in 2005, until the middle of 2007, when the 
collapse of the secondary markets prevented the sale of non-GSE loans, the same portfolio 
declined by 12%. 

1 also initiatiated a project to sell approximately $140 billion of mortgage 
servicing and associated rights corresponding to 1 .3 million servicing customers, which was 
successful. This volatile asset had long plagued the bank, causing significant swings in the 
bank’s financial results. WaMu’s home loans team sold these assets to Wells Fargo (which had a 
much larger balance sheet and more diverse business model than WaMu) in July 2006. The sale 
of these assets was consistent with our strategy to deploy capital for improved returns and to 
reduce the size of the bank’s home loans business, while at the same time creating a more stable 
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earnings profile by reducing servicing rights as a percentage of capital. The sale also helped 
appropriately balance WaMu's servicing portfolio with the bank’s origination franchise. 

Conclusion 

Few experts predicted what occurred in the housing market, the mortgage 
industry, the broader financial markets, or to the nation’s economy as a whole. In 2006, 
Chairman Bernanke predicted that because the “housing market [had] been very strong for the 
past few years” it would “cool but not change very sharply.” Chairman Bernanke also said that 
even “[i]f the housing market does cool, more or less as expected, that would still be consistent 
with a strong economy.” And in 2009, Chairman Bernanke said that he “did not anticipate a 
crisis of this magnitude, this severity.” Secretary Paulson, likewise, said that he did not 
anticipate a crisis of this magnitude. 

As the former COO of WaMu, I would like to be able to say that after my arrival 
at the bank in 2005, every decision that was made was correct. But, I was neither more prescient 
about the ftiture than the Chairman of the Federal Reserve Bank or the Secretary of the Treasury 
nor did 1 have complete decision-making authority at the company. All of the bank’s businesses, 
involving over 40,000 employees who worked in the segments of the bank for which 1 was 
responsible, needed my full attention — not just the home lending business. Looking back on the 
decisions that WaMu made after [Joined the bank in 2005, 1 can say that WaMu was moving in 
the right direction, making sensible decisions and making progress in our objective to move 
away from WaMu’s mortgage-centric legacy and towards a more diversified business mix. In 
hindsight, I would have tried to move even faster than we did in all the areas over which I had 
control. Unfortunately, after the capital markets seized up in the third quarter of 2007, our 
ability to execute on major aspects of our strategy ceased; selling new production as a norma! 
course of business, other than to the GSEs, or reducing the level of portfolio assets was 

9 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt 057319 PO 00000 Frm 00189 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


178 


eliminated. Subsequently, the decline in the housing market accelerated and it was not long 
before the financial crisis, marked by the Bear Steams and other failures, was in full swing. 
WaMu’s management team continued its efforts to improve the company and the bank raised 
approximately $10 billion in fresh capital over a few short quarters to bolster the company’s 
financial strength. Indeed, even the Office of Thrift Supervision (WaMu’s primary regulator and 
the entity that ultimately authorized the FDIC to seize the bank) said that the bank met the well- 
capitalized standards on the same date it was seized by the FDIC. 

The Subcommittee’s focus understandably is on WaMu’s home mortgage 
business. And there can be no doubt that, when the nation’s housing market collapsed, thrifts 
like WaMu were especially hard hit because of their historical mandate to focus on home 
mortgage lending. But, lost in the commentary about WaMu and its home lending business is 
the fact that the broader company had tens of thousands of great employees working hard every 
day to serve tens of millions of customers and to deliver the highest level of customer care in 
retail banking and other businesses. The bank engendered some of the highest employee and 
customer loyalty scores in the industry. 

This is the first public statement I have made since the seizure. 1 want to be clear 
that I believe that what happened at WaMu was principally the result of the particular risks (e.g., 
concentration, operating weaknesses and rapid growth) that had developed over many years at 
the company being magnified and exacerbated by the extreme conditions in the economy. The 
executive team and all of our people worked very hard to mitigate those risks right up until the 
seizure and sale of the bank. We desperately wanted more time than the two-plus years we had 
to transform the company and the opportunity to finish what we had started in 2005. 
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Written Statement of Kerry K. Killinger Submitted to the United States Senate 
Permanent Subcommittee on Investigations 
April 13, 2010 


I appreciate the opportunity to contribute to this Subcommittee’s investigation of 
the financial crisis. I sincerely hope that this statement will contribute to the 
Subcommittee’s efforts to better understand the causes of the financial crisis and to 
propose reforms that will reduce the likelihood of a similar financial crisis in the 
future. 

1 was an employee of Washington Mutual for more than 30 years and was honored 
to be its Chief Executive Officer for 18 of those years. Thanks to the efforts of tens of 
thousands of Washington Mutual employees, the Bank enjoyed many successes over 
most of my tenure as CEO as we produced solid financial results and a growing 
customer base, and received numerous awards for customer service and corporate 
philanthropy. However, the financial crisis, which hit in full fury in the second half 
of 2007, and the seizure and sale of the Bank in September of 2008, were 
devastating to Washington Mutual, its customers, employees, investors, and 
communities. As CEO, I accept responsibility for our performance and am deeply 
saddened by what happened. 

Overview 

I want to start off by briefly addressing three topics. The first is Washington 
Mutual’s role in developing and marketing higher risk residential loan products. 

The second is the Company’s role as a portfolio lender and as a participant in the 
secondary mortgage market. The third is the unnecessary seizure and bargain sale 
of Washington Mutual. 

Regarding the first topic, Washington Mutual was primarily a consumer banking 
organization with 2,257 retail banking offices offering checking, savings, 
investment, credit card, small business and residential lending products. Its 
residential lending was overwhelmingly to prime borrowers. The Company offered 
a full range of fixed and adjustable rate products and its loan portfolio performed 
well over many years with loss rates well below 1%. Approximately 90% of the 
Company’s residential first loan portfolio had a loan-to-va!ue ratio at origination 
("LTV") of 80% or less. 

Higher risk residential loan products like Option ARMs, home equity loans and 
subprime loans had been offered by Washington Mutual and many of its 
competitors for long periods of time. These products were not new and exotic, nor 
developed during the housing boom. Option ARMs have been core portfolio 
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products of most West Coast thrifts since the 1980s and millions of customers had 
good experiences with this product. Home equity loans have been core portfolio 
products for most banks for decades and were an important tool for people to start 
small businesses, finance their children’s education, or finance home improvements. 
Subprime mortgage products had been around since the early 1990s and helped 
expand home ownership for many underserved communities. 

Beginning in 2005, two years before the financial crisis hit, 1 was publicly and 
repeatedly warning of the risks of a housing downturn. Unlike most of our 
competitors, we aggressively reduced our residential first mortgage business. From 
2003 to 2007, the Company reduced its residential first mortgage originations by 
74%, thus reducing its market share of total residential first mortgage originations 
by about 50%, from about 12% to about 6%. The Company reduced its Home Loans 
group staffing by about 50% over this period. 

During this time, Washington Mutual’s market share for most higher risk residential 
loan products also declined dramatically. For example, the Company's market share 
of subprime loan originations declined from only 6% to less than 3%, and its market 
share of Option ARM originations also declined over this period. Option ARM 
originations in 2007 decreased by about 65% from its peak in 2004. Attached 
Exhibits 1 through 4, which are based on data from Inside Mortgage Finance, show 
these trends in greater detail. It is particularly noteworthy that Washington Mutual 
was decreasing its market share at a time when most large competitors were 
increasing or maintaining their market share of originations. 

The Company originated residential mortgage products through its own employees 
(retail) and through third-party mortgage brokers (wholesale and correspondent). 
Home equity loans were primarily originated through our own employees. 

Subprime mortgage loans (through our Long Beach Mortgage subsidiary) were 
primarily originated through third-party mortgage brokers. Residential first 
mortgage loans were originated through a combination of employees and third- 
party mortgage brokers. As a result of changing market conditions, we reduced and 
then eliminated loan originations through third-party brokers and correspondents. 

Our Long Beach Mortgage subsidiary was a small part of our business that had been 
declining since 2005. We initially entered the subprime business in 1999 to serve a 
growing and underserved market. However, due to increasing concerns over the 
housing market and third-party mortgage brokers as well as our own operating 
issues, we greatly reduced originations in 2006 and shut down this business in 
2007. 

Washington Mutual had well-defined and strong corporate values and clear policies 
of fair dealing with our customers. The Company adopted its Responsible Lending 
Principles in 2001 and expanded them in 2006 (Exhibit 5) to include credit cards 
when it entered that market. These Principles, which were strongly endorsed by 
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community groups, reinforced the Company's commitment to having a broad range 
of appropriate products with fair pricing for all prime and subprime customers. 
These Principles were reinforced with the Company's values statement, which 
included that "ethics of absolute fairness, honesty and integrity guide ever 5 rthing we 
do and we offer our customers products and services which fit their needs and 
provide great value.” I spent much of my time communicating our core Company 
values to our employees throughout the country. Employees were expected to 
practice our core values, and violations led to reprimands and terminations. This is 
why I am particularly angered when 1 read that any customer might have been sold 
an inappropriate product. 

Consistent with our core values, Washington Mutual strived to help its customers 
through difficult times. The Company set up an emergency fund to help customers 
with medical and other emergencies. The Company set up a $2 billion fund to help 
subprime customers refinance into fixed rate loans in 2007. We were a leader in 
helping customers modify their Option ARM loans or extend their reset periods 
when the housing crisis accelerated in 2008. The Company participated in virtually 
every industry and government program effort to help borrowers refinance or 
modify their loans. The Company consistently received outstanding Community 
Reinvestment Act ("CRA”) ratings and received numerous awards for its community 
lending. 

The boom and subsequent severe downturn in the housing market was caused by 
the convergence of many factors. The boom was fueled by exceptionally low 
interest rates, public policies encouraging home ownership, tax benefits for 
borrowing against the value of a home, expansion of the GSEs (Freddie Mac and 
Fannie Mae) and Wall Street, abundant mortgage financing and speculators wanting 
to participate in the housing boom. The severe downturn was caused by declining 
housing prices which in combination with a freezing of the capital markets fueled a 
vicious cycle of delinquencies, foreclosures and further price declines. 

Although we had warned of the risks of a housing downturn, we, like virtually 
everyone else, did not foresee the severity of the downturn. Housing price declines 
of 40% or more in many of our core markets led to an unprecedented surge in loan 
delinquencies and foreclosures. Many customers faced "negative equity” as the 
value of their homes plummeted well below their mortgage balances. Virtually all 
loan products (fixed and adjustable rate, limited documentation and full 
documentation, prime and subprime) experienced rapidly escalating delinquencies 
and foreclosures. Delinquencies and foreclosures of higher risk loan products such 
as option ARMs, home equity and subprime loans were especially impacted because 
the recession and rising unemployment magnified the effects of declining housing 
prices. 

Moving on to the second topic, Washington Mutual originated residential loans both 
to hold in its own portfolio and for sale to the secondary markets. Historically, the 
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Company held most home equity and Option ARM loans it originated in portfolio. 
Subprime loans originated through our Long Beach Mortgage subsidiary were 
generally sold into the secondary market in part because banking regulations 
significantly limited buying loans from affiliates. The Company also sold most prime 
fixed rate loans due to their high level of interest rate risk. Intermediate term and 
various adjustable rate loans were either retained in our portfolio or sold to the 
secondary market depending on market conditions and the Company’s plan for 
deploying capital. 

In recent years prior to the financial crisis, as the secondary mortgage market grew 
much larger, the residential first mortgage market became dominated by 
unregulated mortgage brokers originating loans to be sold to the GSEs and Wall 
Street. Lenders who originated loans and held them in portfolio became a 
diminishing factor as it became difficult to compete with the GSEs and Wall Street, 
which had ever-growing appetites for loans at attractive prices. This was in part 
due to their ability to operate on much lower levels of capital than traditional bank 
portfolio lenders. 

The GSEs and Wall Street also expanded their appetite for all types of prime and 
subprime loans. This was particularly evident with option ARM loans, and an active 
secondary market developed for this product. This led to a surge in broker 
originations of that product. Increasingly, these secondary market purchasers 
dictated the underwriting parameters for mortgage loans. They specified what level 
of risk they would purchase in return for increased risk-adjusted return, and their 
specifications defined the loan products being offered. 

These developments in the mortgage origination business, along with our cautious 
outlook for housing, led us to take a number of significant actions including; 
reducing our residential first mortgage originations; closing home loan centers; 
cutting our Home Loans staffing by 50%; selling 30% of our loan servicing portfolio; 
reducing and then eliminating broker and correspondent lending; and eliminating 
certain of our product offerings. Although the Washington Mutual Board of 
Directors had adopted a new five-year strategic plan in 2004 that contemplated 
growing higher risk loan portfolios, we deferred the implementation of many 
aspects of our strategic plan, and instead returned capital to shareholders through 
cash dividends and share repurchase. This was particularly evident in the subprime 
channel mortgage portfolio, where we decreased the portfolio in contrast to our 
specific long-term strategic plan to grow the portfolio. 

Moving on to the third topic, I believe Washington Mutual should not have been 
seized and sold for a bargain price. There is no question that the Company suffered 
from rising loan losses, but the Company was working its way through the crisis by 
reducing operating costs, raising over $10 billion of additional capital, and setting 
aside substantial loan loss reserves. The Company's Tier I capital ratio was a strong 
8.44% at the end of the second quarter of 2008. The Company also had an 
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outstanding retail banking franchise that not only provided substantial core 
profitability but also would have been of enormous value to a number of potential 
acquirers. 

When 1 left the Bank in early September of 2008, its capital greatly exceeded 
regulatory requirements for a well-capitalized bank. Deposits were stable, sources 
of liquidity appeared adequate, and our primary regulator, the Office of Thrift 
Supervision (“OTS”), had not directed us to seek additional outside capital or find a 
merger partner. 

It was with shock and great sadness that 1 read of the seizure and bargain sale of 
Washington Mutual on September 25, 2008. I recognize that policy makers and 
Regulators had no blueprint for dealing with the worldwide financial crisis that 
developed in the aftermath of the collapse of Lehman Brothers. But 1 believe that 
Washington Mutual’s seizure was unnecessary, and the Company should have been 
given a chance to work its way through the crisis. 1 also believe it was unfair that 
Washington Mutual was not given the benefits extended to and actions taken on 
behalf of other financial services companies within days of the Company's seizure, 
such as the following: 

• The FDlC’s insurance limit increase to $250,000; 

• The FDIC guarantee of bank debt; 

• The Federal Reserve injection of liquidity and purchase of assets; 

• The Treasury Department announcement of favorable treatment of tax losses: 
and 

• Injection of capital into all major banks through the Troubled Asset Relief 
Program, 

The unfair treatment of Washington Mutual did not begin with its unnecessary 
seizure. In July 2008, Washington Mutual was excluded from the "do not short" list, 
which protected large Wall Street banks from abusive short selling. The Company 
was similarly excluded from hundreds of meetings and telephone calls between 
Wall Street executives and policy leaders that ultimately determined the winners 
and losers in this financial crisis. For those that were part of the inner circle and 
were "too clubby to fail," the benefits were obvious. For those outside of the club, 
the penalty was severe. 

In my view, the actions taken by policymakers reflect a vision of a banking industry 
dominated by large Wall Street banks. Consumer-based banks like Washington 
Mutual were not included in this vision, and consequently were not extended the 
same protections. 1 believe this was a mistake. I fear that consumers will ultimately 
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pay the price of this vision through less competition, higher fees, and lower interest 
rates on their deposits. 

Now that i have briefly covered these three topics, I would like to elaborate on what 
we did at Washington Mutual to prepare for a housing downturn and later respond 
to the financial crisis. I will then turn to some policy recommendations for your 
consideration. 

Washington Mutual was a bank for families and small businesses 

For its entire history, Washington Mutual was dedicated to serving the needs of 
"every-day" individuals, families, and small businesses. We provided an alternative 
to large Wall Street banks. Our roots were centered in providing well-priced 
products with friendly service. The Company did not focus on the affluent for its 
core customer base, and it was the antithesis of the large Wall Street banks that 
made most of their profits from large corporate relationships, securities trading, and 
investment banking. Washington Mutual was a Main Street bank focused on serving 
customers with basic checking, savings, and lending products. The Bank pioneered 
consumer-friendly services such as free checking, surcharge-free ATMs, and free 
credit score reports. The Company historically was focused on serving communities 
in the Pacific Northwest and, although we eventually developed a nationwide 
footprint, the majority of our customers lived on the West Coast. 

The Company’s largest business unit by far was Retail Banking, which provided 
checking, savings, and investment and loan products to millions of consumers and 
small businesses. By the end of 2007, we had 2,257 branches serving customers 
with 19,4 million transaction accounts. Measured by revenues for 2007, our largest 
business was Retail Banking with $8.3 billion, followed by Card Services at $4 
billion. Home Loans at $1.9 billion, and the Commercial group at $850 million. 

Washington Mutual’s principal loan product offerings were residential first 
mortgages, home equity loans, credit cards, multi-family loans, commercial real 
estate loans, and small business loans. I describe some of these loans in more detail 
in the next section. Our banking units were Federal Savings institutions, which were 
required to have 65% of their assets in qualifying thrift assets such as residential 
mortgages, home equity loans, multi-family loans, and small business loans. This 
requirement led to the historic concentration in certain asset categories by 
Washington Mutual and other thrifts. From a national public policy perspective, the 
thrift charter was considered appropriate because of the country’s goal of increasing 
home ownership and the low historic loss rates on residential lending, 

Washington Mutual’s primary regulator was the OTS. The OTS had on-site 
examiners who examined the Company on a continuous basis. The OTS interacted 
with the Company's personnel from many levels of the organization and annually 
presented their examination findings to the Board of Directors. The regulators 
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routinely examined asset quality, loan loss reserves, capital adequacy, liquidity, 
earnings, quality of management, product offerings, customer service, business 
strategies, and operating plans. They also examined our compliance with various 
laws and regulations and assigned us a CRA rating. We consistently received the 
highest CRA rating of "outstanding." 

Washington Mutual’s residential mortgage products 

Washington Mutual offered a broad range of fixed and adjustable rate residential 
lending products to its customers. Fixed rate mortgages offered customers the 
benefits of fixed payments and a stable interest rate. Their primary disadvantage, as 
noted in a speech by former Federal Reserve Chairman Alan Greenspan in 2004, was 
that the interest rate charged on fixed rate mortgages is often substantially higher 
than the rate charged on adjustable rate products. Fixed rate mortgages are 
particularly appealing to borrowers in periods of low long-term interest rates such 
as occurred in 2002 and 2003. 

The Company also offered a full range of adjustable rate mortgage products. These 
typically provided borrowers the advantage of lower interest rates and lower initial 
payments but had the disadvantage of changing interest rates and a possible 
increase in future payments. Many customers preferred adjustable rate products 
because they anticipated staying in their homes foronly a fewyears, and they would 
prefer the benefit of lower payments more than the benefit of locking in an interest 
rate for 30 years. 

Among the adjustable rate mortgage products offered by the Company were Option 
ARMS. Contrary to some public perceptions at this time, these were not new and 
exotic products created during the housing boom in the 2000s. In fact, we viewed 
this product as one of our core portfolio products because Washington Mutual, 
along with most thrifts on the West Coast, had successfully offered Option ARMs to 
consumers since the early 1980s. The Company's Option ARM product had an 
attractive interest rate tied to a moving one-year treasury yield and it was not 
offered through its Long Beach Mortgage subsidiary. Borrowers had the flexibility 
to choose from four payment options. If the borrower chose to make the very 
minimum payment, the mortgage balance could increase. This "negative 
amortization" is the difference between the actual payment and the interest rate 
charged on the loan. 

Option ARM loans had historically performed well, with low delinquency rates over 
long periods of time. And in prior regional housing downturns (for example as 
experienced in California in the early 1990s), consumers tended to limit the amount 
of negative amortization by making payments above the minimum. 

But in the recent housing downturn, more consumers chose to make only the 
minimum payments, resulting in negative amortization and increasing the 
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likelihood that their loan payment would be recast to a higher level. Even so, as of 
June 30, 2008, the Company’s Option ARM portfolio balance had only grown by less 
than 4% above the original loan amount due to negative amortization. The much 
bigger problem facing Option ARM customers (as well as borrowers using other 
loans products) was housing price declines of 40% or more in some of Washington 
Mutual’s key markets. With declining equity in their homes, customers were not 
able to refinance their mortgages or sell their homes. 

As discussed in more detail below, in light of changing market conditions, the 
Company significantly reduced its originations of new Option ARMs and expanded 
its loan modification initiatives, a process that started even before the financial 
crisis escalated in the second half of 2007 and 2008. Washington Mutual 
significantly reduced its originations of Option ARMs in 2006, 2007 and 2008. New 
Option ARM loan originations declined from $63.3 billion in 2005 to $42.6 billion in 
2006 to $23.9 billion in 2007 and to only $500 million in the first half of 2008. They 
were only 25% of total loan originations in 2005 and were reduced to 21% in 2006, 
to 16% in 2007, and to less than 1% for the first six months of 2008. 

Washington Mutual also originated and serviced subprime residential mortgages 
beginning with its acquisition of Long Beach Mortgage in 1999. Subprime loans 
facilitated the expansion of home ownership in the United States, and many 
subprime borrowers were able to qualify for prime loans within a few years because 
of their improved credit performance and appreciated equity in their homes. The 
Company entered this business in order to serve the broadest possible range of 
customers and to help bring better products and pricing to a market historically 
dominated by unregulated lenders. Our expectation was that the subprime industry 
would evolve to a much more regulated industry. 

Long Beach was one of our smallest operations. It generally provided adequate 
financial returns over the first few years we owned it. However, it had operating 
issues that were disappointing and resulted in changes to its executive management 
and reorganization of its operations. We ultimately concluded that Long Beach 
should be integrated into our Home Loans group and overseen by the Home Loans 
group’s executive management team. However, due to growing concerns over the 
housing market and third-party mortgage brokers, as well as our own operating 
issues, we greatly reduced our subprime originations in 2006 and shut down the 
subprime origination business in 2007. 

All of our residential loan portfolios (prime, subprime, and home equity) generally 
performed very well over many years. Historically, loan losses were well under 1% 
per year for these products, and losses were highly correlated with LTV ratios and 
FICO scores. Other factors such as documentation requirements, adjustable rate 
versus fixed rate, conforming versus non-conforming, and broker versus retail 
originations were less predictive of loan performance. Washington Mutual’s 
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emphasis on LTV ratios of 80% or less certainly helped keep its loss rates for the 
various portfolios remaining well within targeted ranges over many years. 

However, as 1 describe below, virtually all residential loan products offered by 
financial institutions and mortgage brokers were impacted by the severe price 
reduction that ultimately hit the housing market. Even conservatively underwritten 
products (low LTV and high FICO score) experienced sharply rising delinquencies 
when housing prices fell Virtually all categories of loans - prime, subprime, fixed 
rate, adjustable rate, and home equity - experienced rising delinquencies and loan 
losses. 

The growth in the secondary market 

The overwhelming majority of Washington Mutual's home loans were made to 
prime customers seeking mortgages with an LTV of 80% or less at the time of 
origination. The Company originated loans to hold in its portfolio for investment, 
but it also originated loans for sale to the GSEs, and later to other financial 
institutions on Wall Street. 

Fixed rate mortgage originations were generally sold into the secondary market 
because these loans presented too much interest rate risk to the originating bank. 
Interest rate risk is the risk that an increase in interest rates will significantly reduce 
the value of those loans held on the balance sheet. In the late 1970s and early 
1980s, before it became standard practice for thrifts to sell fixed rate loans into the 
secondary markets, many thrifts with large holdings of long-term fixed rate 
mortgages suffered huge losses when interest rates rose significantly. Regulators 
subsequently discouraged thrifts from holding long-term fixed rate loans on their 
balance sheets in order to limit the amount of interest rate risk. As a result, 
Washington Mutual held mostly home equity and adjustable rate residential loans in 
portfolio because they provided satisfactory returns and carried only modest 
interest rate risk. 

The growth in the private secondary market was driven by Wall Street investment 
banks, hedge funds, and other financial institutions. Purchasers in the private 
secondary market would buy loans from mortgage lenders and brokers. They 
would pool the loans and securitize them into mortgage-backed securities, and then 
sell them to investors seeking higher yields. Continued low interest rates spurred 
the growth in these securities as investors sought higher returns. Purchasers of 
loans originated by mortgage brokers and lenders set the standards for what types 
and levels of risks they wanted to buy in return for the potential of increased 
returns. 

As the housing market heated up, the GSEs and Wall Street expanded their product 
offerings. Wall Street’s growing appetite for these products led to a vast influx of 
unregulated mortgage brokers. Fannie Mae and Freddie Mac became a growing 
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factor in the subprime and affordable housing markets. Regulatory and 
Congressional policy encouraged and even required these GSEs to devote more of 
their resources to purchasing subprime loans to help people in underserved 
communities and borrowers with lower incomes. 

The GSEs also became large purchasers of our Option ARMs. We chose to sell most 
of our Option ARM originations to the GSEs in 2006 and 2007 because they were 
paying attractive prices, and we believed that returning capital to shareholders 
through dividends and share repurchase made more sense than accelerating asset 
growth. 

Loans originated through Long Beach Mortgage were generally sold to the 
secondary market. Washington Mutual was significantly limited in its ability to buy 
loans from affiliates. Separate from Long Beach Mortgage originations, the 
Company purchased loans to be held in portfolio from other subprime originators. 
These loans were re-underwritten to ensure conformity with our internal credit risk 
guidelines. 

Management structure and compensation plans 

Because of our size and complexity, with about 60,000 employees operating 
throughout the United States, as CEO 1 relied on the management teams within each 
business unit to run their respective businesses as well as to manage their risks. 1 
also relied on key executive officers to provide leadership over critical corporate 
support services such as Human Resources, Finance, Legal, Corporate Development, 
Information Technology, and Enterprise Risk Management. We were organized 
around the four major business units, each of which had a president and executive 
management team to oversee their operations. For risk management, each business 
unit had a chief risk officer who reported jointly to the business unit president and 
the Company’s chief enterprise risk officer. This dual reporting structure was 
similarly utilized for many of our key corporate support activities. 

For many years, 1 retained the titles of President, CEO, and Chairman of the Board. 

In 2004, the directors and I decided that the Company had become sufficiently 
complex to justify having a separate President and Chief Operating Officer to 
oversee the day-to-day operations of the organization. The CEO function required 
extensive travel to visit branches and support facilities, and to attend various 
industry, regulatory, and investor meetings. Because the Board wanted me to have 
more time to focus on the Company’s strategic vision, we made a decision to 
separate the position of CEO from the President and Chief Operating Officer. Under 
the new structure, the four major business unit presidents and certain corporate 
support positions (e.g., administrative services and informational technology) 
reported to the President and Chief Operating Officer. Those executives who 
reported to me included the President and Chief Operating Officer and the heads of 
Finance, Human Resources, Legal, and Enterprise Risk Management. 
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Washington Mutual's executive management compensation plans encouraged long- 
term over short-term performance. These plans, which emphasized equity 
ownership through stock options, restricted stock and performance shares, were 
built around multi-year (three to ten years} performance that encouraged 
sustainable growth. The plans were overseen by a Board committee of independent 
directors who were devoted to implementing fair, balanced programs that 
incorporated best practices. The committee hired one of the nation’s top 
compensation consultants to help with the development and oversight of senior 
management compensation programs to attract and retain top-tier talent. 

Because the majority of top executive compensation at Washington Mutual was tied 
to long-term performance, most executives, including myself, retained the majority 
of their stock and stock options. Because 1 fully believed in the Company and that it 
would work its way through the crisis, I maintained nearly all of my stock holdings 
and deferred diversifying my holdings. When Washington Mutual was seized and 
sold for a bargain price, the value of these holdings became worthless. 1 know how 
little consolation it must be, but I am deeply pained whenever I think about how 
many of our hard-working employees and other investors similarly lost the value of 
their Washington Mutual investments. 

Risk management and strategic planning 

Prior to 2002, Washington Mutual managed its key risks primarily through its 
business units and support groups. Because of the Company’s growth and 
increasing complexity, I decided that we should create a new Enterprise Risk 
Management group to oversee and manage all key risks throughout the Company. 
My vision was to make risk management a priority for the Company and to bring the 
oversight of all key risks such as interest rate, operating, compliance and credit 
under one group. The h ead of this group, the Chief Enterprise Risk Officer, reported 
directly to me and was made a member of the Company’s executive committee. By 
2007, over 1300 employees were involved in enterprise risk management at the 
company. 

Deciding whether to grow originations of certain mortgage products, or whether to 
purchase them and hold them for portfolio, involved various risks. We set up 
processes that would allow us to manage (rather than eliminate) these risks within 
guidelines established by management and the Board. Our risk management 
function was the responsibility of both the business units and our Enterprise Risk 
Management group. We had chief risk officers within each business unit, and each 
had dual reporting relationships, meaning that the business unit’s chief risk officer 
reported both to its respective head of the business unit and also to the Chief 
Enterprise Risk officer for the Company. 

To help the Company frame its strategic direction, the Washington Mutual Board 
had adopted five-year plans beginning in 1990 after input from management. After 
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successfully completing three such planning cycles, in mid-2004 the Board 
approved a new plan for 2005 through 2009. The strategic plan envisioned 
continued growth of retail banking offices, increased asset diversification (including 
the potential to enter the credit card business), expansion of multi-family lending, 
expansion of subprime lending, a reduction in the amount of interest rate risk, and 
an increase in the credit risk retained on the Company’s balance sheet. Around this 
time, the OTS and other regulators began advocating for the adoption of a new 
system or model to assess the capital adequacy of banks to better match a bank’s 
required capital with the risk in its assets. This model, referred to as "Basel 11," was 
intended to be an international standard applicable to institutions both in the 
United States and abroad. Basel 11 essentially attempted to quantify the risk 
associated with every type of asset held by a bank, and then quantify the amount of 
capital the bank should hold against that risk. Under Basel 11, residential assets had 
low capital requirements because of their historically low risk. 

Our strategic plan was reinforced by Basel 11 and other economic capital analyses 
that showed that the Company had significantly more capital than was justified by 
the credit risk being held on its balance sheet. We were concerned that inefficient 
use of capital would make the Company vulnerable to takeover by foreign and 
domestic companies that often operated on much lower levels of capital or had 
better optimized their retention of credit risk. 

There were many areas of higher risk lending and investing where Washington 
Mutual chose to limit or avoid exposure. The Company had minimal to no exposure 
in some higher risk lending products such as leveraged buyout loans, shared 
national corporate credits, international loans, below investment grade bonds, 
unsecured consumer finance, corporate lending, automobile financing, leasing, and 
highly leveraged transactions. We had minimal securities trading operations and 
had little or no participation in credit default swaps, structured investment vehicles, 
collateralized debt obligations, and collateralized loan obligations. Instead, the 
Company’s credit risk was centered in secured real estate financing (residential and 
multi-family) and credit card receivables. 

Deferring full execution of the strategic plan and actions prior to the financial 
crisis 

Soon after the 2004 five-year plan was adopted, we became concerned with risks in 
the economy, capital markets, and the housing market. We also became concerned 
with what appeared to be growing risks in leveraged buyout financing, commercial 
real estate prices, commodities prices, stock market prices, and low credit spreads 
available on many loans. As a result of these concerns, the Company did not execute 
on plans to grow the subprime portfolio, and similarly limited asset growth in other 
categories. Instead, the Company increasingly returned capital to shareholders 
through share repurchase and cash dividends. 
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The Company was one of the first in the industry to recognize the risks of a housing 
downturn, and we took a number of actions to reduce the Company’s exposure to 
the housing market. Beginning in 2005, 1 publicly discussed my concerns about a 
potential correction in the housing markets. My personal outlook was more 
conservative than that of most economic forecasters at the time, including the 
chairman of the Federal Reserve. But 1 did not predict the convergence of factors 
that led to the dramatic nationwide downward spiral in housing prices. Indeed, at 
that time, most forecasters expected a modest decline in housing prices. A 
significant decline on a nationwide basis was unprecedented in our modern 
economy and had not happened since the Great Depression. Even through the first 
half of 2007 it appeared that a correction in home prices was more likely to be 
orderly and would not result in a severe recession. 

The following actions were taken to reduce the Bank’s exposure to a housing market 
correction: 

• Closed all home loan centers where the Company did not have a retail banking 
presence; 

• Decreased the subprime mortgage channel portfolio; 

• Sold off subprime residuals for 2004 and 2005 originations; 

• Reduced and then eliminated broker and correspondent lending; 

• Sold 30% of our loan servicing portfolio; 

• Sold the majority of new Option ARM originations; 

• Tightened many underwriting guidelines; 

• Eliminated certain subprime products and ultimately closed originations 
through that channel; and 

• Materially reduced prime and subprime originations. 

These defensive actions decreased Washington Mutual's staffing in the Home Loans 
Group by over 50% from 2003 through 2007. The net result of these actions was a 
74% reduction in Washington Mutual's residential first mortgage originations from 
2003 through 2007, and a 50% reduction in its market share. 

As mentioned earlier. Exhibits 1 through 4 to this statement reflect how Washington 
Mutual reduced its market share and total originations in all major residential first 
mortgage categories. Adjustable rate. Option ARMs, subprime loans, retail channel 
originations, and wholesale originations all declined over this period. Washington 
Mutual reduced its share of total mortgage originations from about 12% to about 
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6% according to industry data provided by Inside Mortgage Finance. For subprime 
originations, the Company's share declined from about 6% to about 3%. 

The Exhibits also reflect other important facts: 1) Washington Mutual reduced its 
market share over this time period while many of the other major lenders were 
maintaining or increasing their market share; and 2) the Company began to reduce 
its originations and market share well before the financial crisis escalated in the 
second half of 2007. 

Additional statistical information about our loan portfolio reflects Washington 
Mutual’s approach to its home lending. About 94% of the loans held in Washington 
Mutual's $103 billion residential first mortgage loan portfolio at june 30, 2008, had 
an LTV at origination of 80% or less and an average FICO score above 700. The $59 
billion home equity portfolio had an average combined LTV at origination of only 
73% and an average FICO score of 731 for this period. And the $16 billion subprime 
channel portfolio had an average LTV of 80% and an average FICO score of 642 for 
this period. 

In retrospect, although Washington Mutual took more defensive actions than did 
many of its competitors, had we foreseen the magnitude of the housing collapse, we 
would have undertaken more draconian measures. Such measures, of course, would 
have presented other issues such as the Company’s CRA rating and its commitment 
to serving its customers and communities. 

The Financial Crisis 

In the summer of 2007, the mortgage markets experienced unprecedented volatility. 
The Federal Reserve had continued with its course of raising interest rates through 
2006 and the first half of 2007. In part because of this tightening, by the second half 
of 2007, credit markets were drying up and borrowers were having much more 
difficulty refinancing their home loans. Homeowners who had fallen behind on 
mortgage payments were unable to refinance their mortgages, and were forced to 
sell their homes. This caused housing price declines to accelerate even further 
because new housing inventory was flooding the market at a time when purchasers 
were finding it ever more difficult to find mortgage financing. This downward spiral 
ultimately led to falling housing prices, rising delinquencies and foreclosures, 
massive closures of mortgage brokerage and mortgage banking operations, and 
plummeting market values of mortgage-backed securities. 

Unfortunately, policy leaders were slow to recognize the deterioration in the 
housing and credit markets in 2007. In March of 2007, the Chairman of the Federal 
Reserve said that "the impact on the broader economy and financial markets of the 
problems in the subprime market seems likely to be contained,” And in june of that 
year. Treasury Secretary Paulson predicted that the crisis in the mortgage markets 
"will not affect the overall economy.” 
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The primary driver of Washington Mutual's accelerating loan delinquencies and loss 
rates in the second half of 2007 and 2008 was the plunge in housing prices in many 
key markets served by Washington Mutual. The Company's primary retail banking 
footprint, which included California, Florida, Arizona, and Nevada, was hit especially 
hard. Many markets served by the Company experienced house price declines of 
40% or more. 

What started off as a fairly orderly correction suddenly fell into a downward spiral 
of declining housing prices when numerous factors converged. A vicious cycle 
erupted where declining housing prices led to rising foreclosures, which led to 
rising housing inventories, which in turn led to further housing price declines. Also 
fueling the downward cycle was a slowing economy, rising unemployment, and 
fewer sources of refinancing. The second half of 2007 and 2008 were cataclysmic 
for consumers and all those serving the mortgage and housing market. All types of 
residential loans across the industry performed poorly in this unprecedented 
environment. Fixed rate, adjustable rate, limited documentation, full 
documentation, prime, subprime, first mortgages and second mortgages all 
produced poor risk-adjusted returns for lenders. 

Many have tried to identify a simple cause for the boom and the subsequent severe 
downturn in the housing market. The reality is that there is no simple or single 
cause. Many factors converged: exceptionally low interest rates; abundant 
mortgage financing available to broader categories of borrowers; public policies 
encouraging home ownership; tax benefits for consumers to borrow against the 
value of their homes; expansion of the GSEs and Wall Street in providing mortgage 
financing; and consumers and speculators wanting to participate in the housing 
boom. The severe downturn was caused by declining housing prices that, in 
combination with a freezing of the capital markets, fueled a vicious cycle of 
delinquencies, foreclosures, and further price declines. 

Washington Mutual had sufficient capital and liquidity 

While clearly challenged by the much-worse-than-expected housing downturn, 
Washington Mutual was well-positioned with sufficient capital and liquidity. We 
had raised $2.9 billion in additional capital through a convertible preferred stock 
offering in December 2007. 

In the spring of 2008, after considering a range of strategic alternatives, we raised 
$7.2 billion in private capital from investors including Texas Pacific Group. Our 
primary regulator, the OTS, was very supportive of this capital raise. As a result of 
this financing, all regulatory capital ratios greatly exceeded standards for well- 
capitalized banks and holding companies. For example, as of June 30, 2008, the 
Company's Tier 1 ratio, the ratio of the Company’s core equity to its core assets, had 
increased to 8.44%. 
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Washington Mutual also had substantial sources of liquidity. The Company was 
primarily funded with retail customer deposits and collateralized Federal Home 
Loan Bank advances. As of June 30, 2008, the Company estimated that it had about 
$50 billion of readily available liquidity. 

The Washington Mutual Board decided to replace me with a new CEO in the 
beginning of September of 2008. At the time 1 left the Company, Washington 
Mutual’s capital greatly exceeded regulatory minimums, deposit flows were stable, 
sources of liquidity appeared satisfactory, and the OTS had not directed us to raise 
additional outside capital or to seek a merger partner. Because regulators normally 
would go through a process of escalating concerns through various directives and 
enforcement actions prior to taking such draconian actions as forcing the sale or 
seizing of a bank, I believed that the Company was in a relatively good position to 
survive the crisis. 

It was, therefore, with shock and great sadness that 1 read of the seizure and bargain 
sale of Washington Mutual on September 25, 2008. The Company reportedly 
experienced a sizeable loss of deposits following the Lehman Brothers collapse in 
mid-September. But it was also reported that deposit flows were stabilizing, and 
that the Company was actively working on new sources of capital when it was 
quickly seized. 

1 believe that Washington Mutual should have been given a chance to work its way 
through the crisis. 1 also believe it was unfair that Washington Mutual was not given 
the benefits extended to and actions taken on behalf of other financial services 
companies within days of Washington Mutual's seizure, such as the following; 

• The FDlC’s insurance limit increase to $250,000; 

• The FDIC guarantee of bank debt; 

• The Federal Reserve injection of liquidity and purchase of assets; 

• The Treasury Department announcement of favorable treatment of tax losses; 
and 

• Injection of capital into all major banks through the Troubled Asset Relief 
Program. 

The unfair treatment of Washington Mutual did not begin with its unnecessary 
seizure. In July 2008, the SEC determined that many large Wall Street firms should 
be protected from abusive short selling when it issued a list of more than a dozen 
stocks that could not be shorted. Surprisingly and inexplicably, Washington Mutual 
was excluded from this list. The Company was similarly excluded from hundreds of 
meetings and telephone calls between Wall Street executives and policy leaders that 
ultimately determined the winners and losers in this financial crisis. For those that 
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were part of the inner circle and were “too clubby to fail," the benefits were obvious. 
For those outside of the club, the penalty was severe. 

In my view, the actions taken by policymakers reflect a vision of a banking industry 
dominated by large Wall Street banks. Main Street consumer-based banks like 
Washington Mutual were not included in this vision, and consequently were not 
extended the same protections. 1 believe this was a mistake. 1 fear that consumers 
will ultimately pay the price of this vision through less competition, higher fees, and 
lower interest rates on their deposits. 

Postscript 

As 1 reflect back on my tenure and especially my last few years at Washington 
Mutual, there are many things we did well to prepare the Company for a slowdown. 
But when the financial crisis swung into full force, virtually all financial services 
companies, including Washington Mutual, were hit much harder than anyone had 
anticipated. Ultimately, companies with large residential lending portfolios were 
greatly impacted. Most large mortgage companies and thrifts were merged or 
seized by the regulators. Hundreds of commercial banks were merged or seized. 
Fannie Mae and Freddie Mac were placed into conservatorship and were infused 
with tens of billions of dollars of taxpayer support. And if not for unprecedented 
actions by Congress, the Treasury, and the Federal Reserve, it is likely that many 
more failures would have occurred. Furthermore, the financial crisis was a global 
phenomenon that resulted in banking failures and financial panic throughout the 
world. 

With the benefit of hindsight, there are many things Washington Mutual and the 
financial services industry could have done to better prepare for the worst 
economic downturn since the Great Depression. Washington Mutual aggressively 
reduced lending, raised new capital and cut operating expenses. But had we known 
that housing price declines of 40% or more would occur in the Company’s key 
markets, we would have taken even more draconian measures. 

And for the industry, I would have pushed even harder for higher and consistent 
capital requirements for all financial services firms, for strong regulatory oversight 
of all mortgage originators, for financial reporting that allowed the building of loan 
loss reserves during boom periods, and for enhanced consumer protection. I had 
spoken about all of these items on various occasions. 

Recommendations 

As Congress and the Regulators consider measures to strengthen the financial 
services industry and reduce the likelihood of another future financial crisis, 1 have 
six recommendations: 
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First, I have always supported strong regulation that applies to all participants in 
residential lending. Since the majority of new mortgage loans are originated 
through mortgage brokers, they should be regulated. In addition to licensing, 
testing and oversight, I believe broker compensation should be clearly disclosed to 
consumers. 

Second, consumer protection should be a priority. Product disclosures and 
consumer education should be enhanced and Regulators should assure simple and 
understandable information is communicated to borrowers. 

Third, all banks should be required to maintain high levels of capital that are risk- 
based. Minimum capital levels should be established because risk models like Basel 
II do not always capture extreme risks. Given asset value fluctuations and market 
volatility in recent years, capital requirements should be higher than in the past. 
And to the extent possible, standards need to be consistent for banks on a global 
basis. 

Fourth, accounting principles should be changed to permit the building of loan loss 
reserves during periods of economic prosperity. 

Fifth, regulators should monitor and control abusive short-selling of financial 
services stocks. Short sellers have the ability to do great damage by spreading 
unfounded rumors and causing panic, runs on deposits, and other liquidity events. 

Sixth, regulatory oversight in the United States should be strengthened and 
simplified. Regulatory responsibilities should be clarified and in some cases 
consolidated. Regulatory actions should be fairly and equitably applied to all 
institutions. 

Thank you for your time, and I hope this statement and my oral testimony will 
contribute to the Subcommittee's work. 
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Exhibit 1 


n 


Total Mortgage OriginatioRS 
2003 through 2007 



Market vShare of Total Mortgage Originations 
2003 through 2007 



0 % 


:2003 2004 2005 2006 2007 


Notes and Sources; Data are obtained from Inside Mortgage Finance's ("iMF") 2009 Mort^a^e Market Siatiyticai Avnua! 
Volume i . According to the notes of IMF's "Top Mortgage Originators" tables, "[!]endcrs were asked to report I --4 family 
residential mortgage originations. Wholesale purchases, including loans closed by correspondents, ai e counted. Lenders are 
instructed to include only HELOC amounts that are actually funded.” 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00209 Fmt6601 Sfmt 6' 


P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


198 


Exhibit 2 



25% ■ 


Market Share of Conventional Mortgage Originations 
2U03 through 2007 

* Washington. Mutual 







2004 


2007 


Notes and Sources: Data are obtained from inside Mortgage Finance's ("iMF”) 2009 Mortga^i' Markci Suiiiyiical Ainiiia! 

I . W'e calculate conventional mortgage originations by adding cons'entionai conforming mortgage originations and 
prime jumbo mortgage originations from the IMF tables "Top Conventional Conforming Producers" and "Top Prime Jumbo 
Producers," respectively. .According to the notes of the tables, IMF derives its data fr-om "a survey of 60 [emlers,... the Inside 
Mortgage Finance MBS Database, company disclosures and other public documents." 
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Exhibit 3 
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Market Share of Adjustable Rate Mortgage Originations 



2003 2004 2005 2006 2007 


Notes and Sources: Data are obtained from Inside Mortgage Finance's flMF") 2009 Mortgage Murke! Sladstical Amnial 
Voiwne 1 . According lo the notes of IMF’s "Top ARM Producers" tables, IMF derives its data from a "surv'ey of 60 lenders, 
the inside Mortgage Finance MBS Database, company earnings and other public documents." 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00211 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


200 


Exhibit 4 



Market Share of Subprime Mortgage Originations 
2003 through 2007 



Notes and Sources: Data arc obtained from Inside Mortgage Finance's ("IMF") 2009 Morigagc Market Sunbtk'oi Amwai Volume 
t . According to IMF's glossary, su'nprime loans are "ioans made to those who have impaired credit, Ocncraiiy ha\'c higher interest 
rates than prime loans, Such loans arc lied to borrowers' credit ratings, expressed as letter grades, such a.s h-. B, D, Prime loans' 
credit is most oi'kn A." According to the notes of IMFs 'Top Subprinx: Mortgage Lenders" tables. "B&C mortgages are defined as 
les.s than A quality, non-agency paper loan-s .secured by real estate." .Also according to the notes, "f Ijcndci's were a.sked to report thcir 
origination volume... Wholesale purch,a.scs, including ioans closed by correspondents, arc counted." Suhprime mortgage originoiion 
data for Bank of.Amcricn are not available. 
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Exhibit 5 


RESPONSIBte LENDING PRINCIPLES 


Since 1 889, we have made it our business to responsibly provide for the 
credit and housing needs of our communities. In an increasingly complex 
financial world, Washington Mutual is committed to continuing its leader- 
ship role in addressing the credit needs of its communities, and setting the 
highest standards for responsible lending. 

It is our fundamental belief that every creditworthy borrower should be able to get a loan. To that 
end, we are committed to providing services to consumers across a wide credit spectrum and with 
diverse borrowing needs. That is why in 2001 , Wad^ington Mutual established its Responsible 
Mortgage Lending Principles, becoming one of the first lenders to create specific principles to 
guide its mortgage lending activity. With our exparwion into credit carcf lending, Washington 
Mutual is restating its Responsible Ler^ding Principles to include credit card practices. 

The Executive Committee of the Company will manage the Responsible Lending Principles in a 
manner consistent with these fundamental beliefs and ensure that the Principles are implement- 
ed, interpreted, and adjusted to meet changing business and community needs. 


Washington Mutual 
Responsible Residential 
Mortgage Lending Principl 


es 


We provide a range of residential mortgage products with varied features and benefits 
through our prime and non-prime channels, using risk-based underwriting guidelines that fair- 
ly price our products relative to the risks presented by our borrowers. While loan pricing may 
vary from borrower to borrower, it will do so based on their credit profiles, Differential pricing 
may also occur between our distributions chanr>els, reflecting our variable cost of originating 
those loans, We will provide our borrowers with information that will allow them to choose the 
best product and pricing to meet their individual needs. 

• We only extend credit to borrowers who have demonstrated to us the ability to repay 
the loan. 

■ We provide an option between loans with prepayment fees and lower pricing, and bans wi^ 
higher pricing but without prepayment fees. If the prepayment fee option is chosen, we will 
not diarge a prepayment fee following the ti^ird year after the loan is originated. For sub- 
prime adjustable rate mortgages with one or two year initial fixed rate terms, the prepayment 


I Washington Mutual 
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RESPONSIBLE LENDING PRINCIPLES 


fee period will not exceed the fixed rate tenn ai the lo^, unless the botrower selects the lon- 
ger prepayment period and receives lower pridrtg. We will not charge a prepayment fee when 
a debt is accelerated due to a borrower's default 

We provide regular reporting of our borrower's entire loai^ account payment history to the 
major credit bureaus. 

We strive to offer an industry leading financial education program and will work with our non- 
profit partners to educate consumers so that they are better prepared to evaluate the range of 
loan products that car- best suit their borrovning needs. 

' We only do business with mortgage brokers that are in good standing with appropriate licens- 
ing authorities. When a broker presents a loan package to us, we independently evaluate the 
borrower's ability to repay the loan, as well as the proposed pricing and credit grade offered by 
the broker. 

■ We only do business witb appraisal providers that are in good standing with appropriate licens- 
ing authorities. 

• We offer 24-houf customer service through a combination of websites and nationwide toll-free 
numbers to make customer service more converrient for all our customers. 

• We only use foreclosure as a remedy of last resort. To minirnire the need for foreclosure, we 
employ a dedicated servicing team that offers workout and deferral opportunities to borrowers 
facing financial hardship so that they can avoid losing their homes. Additionally, we administer 
3 $10 million Medical and Financial Hardship Fund to help borrowers avoid losing their homes 
as the result of unforeseeable hardships. Proceeds from the Fund will be used to establish re- 
volving loan funds with non-profit organizations which have experience and expertise in fore- 
closure prevention programs. 

- We do not refinance any loan secured by the borrower’s home unless the new loan offers a net 
tangible benefit to the borrower, 

• We do not originate loans where origination points (excluding discounts paid for a reduction in 
interest rate), yield spread premiums and non-pass-through fees combined exceed five percent 
of the loan amount, 

• We do not purchase loans where origination points (exduding discounts paid for a reduction ir> 
Interest rate), yield spread premiums and non-pass-through fees combined exceed five percent 
of the loan amount (except from time to time when purchasing loan pools, loans with fees in 
excess of 5% may be included). 

• We do not originate or purchase non-prime loans vwth non-default call provisions, balloorr pay- 
merrts due in less than ten years, or that negatively amortize (except for specialty products that 
allow limited interest deferrals at the borrower’s option), 

' We do not originate or purchase high-cost mortgage loans (as defined by HOEPA). 

• We do not sell single premium credit insurance. 


I Washington Mutual 
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RESPONSIBLE LENDING PRINCIPLES 


Washington Mutual 
Responsible Credit Card 
Lending Principles 


We promote our credit card products with a commitment to clarity. We clearly disclose our 
product terms, costs and conditions including any material limitations. 

' We do not knowingly solicit business from, nor grant credit to individuals under the age of 1 8. 

' We only extend credit to borrowers who have demonstrated to us the ability to repay the loan. 

• We extend ar> appropriate amount of credit at an appropriate price consistent with our as- 
se»ment of a consumer's available aedit history, induding, but not limited to, their external 
and interrral credit scores, debt-to*ir^come ratio and performance with us, 

' We provide regular reporting of our consumer borrowers' loan account payment history, line 
and balance to the major credit bureaus. 

» We do not increase interest rates on our loans solely on the basis of a single lenders' report- 
ing of delinquent payment behavior to the major credit bureaus, Accountholder default and 
changes to consumer credit scores are the primary basis for account repricing, 

• Our minimum payments are set to assure that borrowers who make payments on time always 
pay down their balance. 

• We offer our borrowers a variety of options to make their payments via the mail, the phone or 
online. Borrowers may make their payment free via automated phone or online up to the day 
before their due date. 

• We maintain an array of programs to assist our distressed borrowers who are not able to sup- 
port monthly minimum payments. 

• We accept debt management plans from qualified non-profit credit counseling agencies ’who 
work with our borrowers, and we reward agendes v,/ith incentive based performance contributioru. 

• We strive to offer an Industry leading financial education program and will work with our non- 
profit partners to educate consumers so that they are better prepared to evaluate the range 
of loan products that can best suit their borrowing needs. 


I Washington Mutual 
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Exhibit 5 


RESPONSIBte LENDING PRINCIPLES 


Since 1889, we have made it our business to responsibly provide for the 
credit and housing needs of our communities. In an Increasingly complex 
financial world, Washington Mutual is committed to continuing its leader* 
ship role in addressing the credit needs of its communities, and setting the 
highest standards for responsible lending. 

It is our fundamental belief that every creditvvorthy borrower should be able to get a loan. To that 
end, we are committed to providing services to consumers across a wide credit spectrum and with 
diverse borrowing needs. That isvi^y in 2001, Washington Mutual established its Responsible 
Mortgage Lending Principles, becoming one of the first fenders to create specific princ^les to 
guide its mortgage lending activity. Widi our expansion into credit card lending, Washington 
Mutual is restating its Responsible Lending Principles to include credit card practices, 

The Executive Committee of the Company will manage the Responsible Lending Principles in a 
manner consistent vwth these fundamental beliefs and ensure that the Principles are implement' 
ed, interpreted, and adjusted to meet changing bustne.ss and community needs. 


Washington Mutual 
Responsible Residential 
Mortgage Lending Principles 


We provide a range of residential mortgage products with varied features and benefits 
tf\rough our prime and non-prime channels, using risk-based underwriting guidelines that fai^ 
ly price our products relative to the risks presented by our borrowers. While loan pricing may 
vary from borrower to borrower, it will do so based on their credit profiles, Differential pricing 
may also occur between our distributions channels, reflealng our variable cost of originating 
those loans. We will provide our borrowers whh information that will allow them to choose the 
best product and pricing to meet their individual needs. 

■ We only extend credit to borrowers who have demonstrated to us the ability to repay 
the ban. 

' We provide an option between loans with prepayment fees and lower pricing, and loans with 
higher pricing but without prepayment fees. If the prepayment fee option is chosen, we will 
not charge a prepayment fee following the third year after the loan is originated. For sub- 
prime adjustable rate mortgages with one or two year initial fixed rate terms, the prepayment 
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Exhibit 5 


RESPONSIBLE LENDING PRINCIPLES 


fee period will not exceed the fixed rale term of the ur^less the borrower selects the lon- 
ger prepayment period and receives lower lacing. We will not charge a prepayment fee when 
a debt is accelerated due to a borrower's default. 

We provide regular reporting of our borrower’s entire loan account payment history to the 
major credit bureaus. 

We strive to offer an industry leading financial education program and wll work with our non- 
profit partners to educate consumers so that they are better prepared to evaluate the range of 
loan products that can best suit their borrowing needs. 

' We only do business with mortgage brokers that are in good standing with appropriate licens- 
ing authorities. \Aftien a broker presents a loan package to us, we independently evaluate the 
borrower's ability to repay the loan, as well as the proposed pricing and credit grade offered by 
the broker. 

’ We only do business with appraisal providers that are in good standing vtrith appro|::»'iate licens- 
ing authorities. 

■ We offer 24-hour customer service through a combination of websites and nationwide toll-free 
numbers to make customer service more convenient for alt our customers. 

’ We only use foreclosure as a remedy of last resort. To minirnlze the need for foreclosure, we 
employ a dedicated servicing team that offers workout and deferral opportunities to borrowers 
facing financial hardship so that they can avoid losing their homes. Additionally, we administer 
a $10 million Medical and Financial Hardship Fund to help borrovi/ers avoid losing their homes 
as the result of unforeseeable hardships. Proceeds fronn the Fund will be used to establish re- 
volving loan funds with non-profit organizations which have experience and expertise in fore- 
closure prevention programs. 

• We do not refinance any loan secured by the borrower's home unless the new loan offers a net 
tangible benefit to the borrower, 

* We do not originate loans where origination points (excluding discour>ts paid for a reduction in 
interest rate), yield spread premiums and non-pass-through fees combined exceed five percent 
of the loan amount. 

* We do not purchase loans where origination points (excluding discounts paid for a feductlon In 
interest rate), yield spread premiums and non-pass-through fees combined exceed five percent 
of the loan amount (except from time to time when purchasing loan pools, loans with fees in 
excess of 5% may be included). 

♦ We do not originate or purchase non-prime loans with non-default call provisions, balloon pay- 
ments due in less than ten years, or that negatively amortize (except for specialty products that 
allow limited interest deferrals at the borrower's option). 

• We do not originate or purchase high-cost mortgage loans (as defined by HOEPA). 

* We do not sell single premium credit insurance. 


I Washington Mutual 
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RESPONSIBLE LENDING PRINCIPLES 


Washington Mutual 
Responsible Credit Card 
Lending Principles 


We promote our credit carcJ products with a commitment to cJarity. We clearly disclose our 
product terms, costs and cor^ditions induding any material limitations. 

We do not knowingly solicit business from, nor grant credit to individuals under the age of 1 8. 
We only extend credit to borrowers vAo have demonstrated to us die ability to repay the loan. 
We extend an appropriate amount of credit at an appropriate price consistent with our as- 
sessment of a consumer's available credit history, including, but not limited to. their external 
and internal credit scores, debt-to-income ratio and performance with us. 

We provide regular reporting of our consumer borrowers' loan account payment history, line 
and balance to the major credit bureaus. 

We do not increase interest rates on our loans solely on the basis of a single lenders' report- 
ing of delinquent payment behavior to the major credit bureaus. Accountholder default and 
changes to consumer credit scores are the primary basis for account repricing. 

‘ Our mirtrmum payments are set to assure that borrowers who make payments on time always 
pay down their balance. 

• We offer our borrowers a variety of options to make their payments via the mail, the phone or 
online. Borrowers may make their payment free via automated phone or online up to the day 
before their due date. 

■■ We maintain an array of programs to assist our distressed borrowers who are not able to sup- 
port monthly minimum payments. 

• We accept debt management plans fronr> quafified non-profit credit counseling agencies who 
work with our borrowers, and we reward agencies with incentive based performance contributions. 

• We strive to offer an industry leading finandal education program and will work with our non- 
profit partners to educate consumers so that they are better prepared to evaluate tne range 
of loan products that can best suit their borrowing needs. 


I Washington Mutual 
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MEMORANDUM 

To; Members of the Permanent Subcommittee on Investigations 

From: Senator Carl Levin, Subcommittee Chairman 
Senator Tom Cobum, Ranking Member 

Date: April 13, 2010 

Re: Wall Street and the Financial Crisis; The Role of High Risk Loans 


On Tuesday, April 13, 2010, beginning at 9:30 a.m., the Permanent Subcommittee on 
Investigations will hold its first in a series of hearings examining some of the causes and 
consequences of the recent financial crisis. This hearing will focus on the role of high risk loans, 
using a case study involving Washington Mutual Bank. 

The Financial Crisis. In July 2007, two Bear Steams offshore hedge funds specializing 
in mortgage related securities collapsed; the credit rating agencies suddenly downgraded 
hundreds of subprime residential mortgage backed securities; and the formerly active market for 
buying and selling subprime residential mortgage backed securities went cold. Banks, mortgage 
brokers, securities firms, hedge funds, and others were left holding suddenly unmarketable 
mortgage backed securities whose value began plummeting. 

Banks and mortgage brokers began closing their doors. In January 2008, Countrywide 
Financial Corporation, a $100 billion thrift specializing in home loans, was sold to Bank of 
America. That same month, one of the credit rating agencies downgraded nearly 7,000 mortgage 
backed securities, an unprecedented mass downgrade. In March 2008, as the financial crisis 
worsened, the Federal Reserve facilitated the sale of Bear Steams to JPMorgan Chase. In 
September 2008, in rapid succession, Lehman Brothers declared bankruptcy; AlO required a $85 
billion taxpayer bailout; and Goldman Sachs and Morgan Stanley converted to bank holding 
companies to gain access to Federal Reserve lending programs. 

In this context, Washington Mutual Bank, the sixth largest depository institution in the 
country with $307 billion in assets, $188 billion in deposits, and 43,000 employees, foimd itself 
losing billions of dollars in deposits as customers left the bank, its stock price tumbled, and its 
liquidity worsened. On September 25, 2008, after a century in the lending business, Washington 
Mutual Bank was closed by its primary regulator, the Office of Thrift Supervision (“OTS”). On 
the same day, the Federal Deposit Insurance Corporation (“FDIC”), having been appointed 
receiver, facilitated sale of the bank to JPMorgan Chase. It was the largest bank failure in the 
history of the United States. 

The sudden financial losses and forced sales of multiple financial institutions put the U.S. 
economy into a tailspin. The stock market fell; business loans dried up; and unemployment 
exploded. Hidden liabilities associated with financial firms’ proprietary positions in mortgage 
backed securities, credit default swaps, collateralized debt obligations (“CDOs”), structured 
investment vehicles, and other complex financial instruments created concerns about the stability 
of major financial institutions. The contagion spread worldwide as financial institutions holding 
similar financial instruments lost value and curtailed transactions with other firms. In October 
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2008, Congress enacted the $700 billion Troubled Asset Relief Plan (“TARP”) to stop the U.S. 
economy from falling off a cliff and taking the rest of the world economy with it. The United 
States and other countries are still recovering today. 

Subcommittee Investigation. In November 2008, the Permanent Subcommittee on 
Investigations initiated a bipartisan investigation into some of the causes and consequences of 
the financial crisis. Since then, the Subcommittee has engaged in a wide-ranging inquiry, issuing 
subpoenas, conducting over 100 interviews and depositions, and consulting with dozens of 
government, academic, and private sector experts. The Subcommittee has also accumulated and 
initiated review of over -50 million pages of documents, including court pleadings, filings with 
the Securities and Exchange Commission, trustee reports, prospectuses for securities and private 
offerings, corporate board and committee minutes, mortgage transactions and analyses, 
memoranda, marketing materials, correspondence, and email. The Subcommittee has also 
reviewed documents prepared by or sent to or from banking and securities regulators, including 
bank examination reports, reviews of securities firms, enforcement actions, analyses, 
memoranda, correspondence, and email. 

To provide the public with the results of its investigation, the Subcommittee plans to hold 
a series of hearings addressing aspects of the financial crisis, including the role of high risk home 
loans, regulators, credit rating agencies, and Wall Street. These hearings will examine issues 
related to mortgage backed securities, CDOs, credit default swaps, and other complex financial 
instruments. After the hearings, a report summarizing the investigation will be released. 

Washington Mutual Case History. This initial hearing in the series examines 
Washington Mutual Bank as a case study in the role of high risk loans in the U.S. financial crisis. 
Headquartered in Seattle, with offices across the country and over 100 years of experience in the 
home loan business, Washington Mutual Bank had grown to become the nation’s largest thrift. 
Each year, it originated or acquired billions of dollars of home loans through multiple channels, 
including loans originated by its own loan officers, loans brought to the bank by third party 
mortgage brokers, and loans purchased in bulk from other lenders or firms. In addition, its 
affiliate. Long Beach Mortgage Company (“Long Beach”), originated billions of dollars in home 
loans brought to it by third party mortgage brokers specializing in subprime lending. 

Washington Mutual kept a portion of these home loans for its own investment portfolio, 
and sold the rest either to Wall Street investors, usually after securitizing them, or to the Federal 
National Mortgage Association (Fannie Mae) or the Federal Home Loan Mortgage Corporation 
(Freddie Mac). 

At first, Washington Mutual worked with Wall Street firms to securitize its home loans, 
but later built up its own securitization arm, Washington Mutual Capital Corporation, which 
gradually took over the securitization of Washington Mutual and Long Beach loans. In addition, 
from 2001 to 2007, Washington Mutual sold about $430 billion in loans to Fannie Mae and 
Freddie Mac, representing nearly a quarter of its loan production during those years. 

High Risk Home Loans. Over a five-year period from 2003 to 2008, Washington 
Mutual Bank made a strategic decision to shift its focus from traditional 30-year fixed and 
government-backed loans to higher risk home loans. This shift included originating more home 
loans for higher risk borrowers, with increased loan activity at Long Beach, which was 
exclusively a subprime lender. Washington Mutual also financed subprime loans brought to the 
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bank by third party mortgage brokers through its “Specialty Mortgage Finance” and “Wholesale” 
channels, purchased subprime loans through its “Correspondent” channel, and purchased 
subprime loans in bulk through its “Conduit” channel. 

Washington Mutual decided to shift to higher risk loans, because it had calculated those 
loans were more profitable. Higher risk loans typically charged borrowers a higher rate of 
interest and higher fees. Once securitized, a large percentage of the mortgage backed securities 
received AAA ratings, yet offered investors a higher rate of return than other AAA investments, 
due to the higher risk involved. As a result, mortgaged backed securities relying on higher risk 
loans typically fetched a better price on Wall Street than those relying on lower risk loans. 

Washington Mutual’s most common subprime loans were hybrid adjustable rate 
mortgages, known as “2/28,” “3/27,” or “5/25” loans. These 30-year mortgages typically had a 
low fixed “teaser” rate, which then reset to a higher floating rate after two years for the 2/28, 
three years for the 3/27, or five years for the 5/25. The initial payment was typically calculated 
to pay down the principal and interest at the initial low, fixed interest rate. In some cases, the 
payments covered only the interest due on the loan and not any principal. After the fixed period 
expired, the monthly payment was typically recalculated to cover both principal and interest at 
the higher floating rate. The suddenly increased monthly payments sometimes caused borrowers 
to experience “payment shock” and to default on their loans, adding to the risk. 

In addition to subprime loans, Washington Mutual made a variety of high risk loans to 
“prime” borrowers, including its flagship product, the Option Adjustable Rate Mortgage 
(“Option ARM”). Washington Mutual’s Option ARMs typically allowed borrowers to pay an 
initial teaser rate, sometimes as low as 1% for the first month, and then imposed a much higher 
floating interest rate linked to an index, but gave borrowers the choice each month of paying a 
higher or lower amount. These loans were called “Option” ARMs, because borrowers were 
typically given four options: (1) paying the fully tunortizing amount needed to pay off the loan 
in 30 years; (2) paying an even higher amount to pay off the loan in 1 5 years; (3) paying only the 
interest owed that month and no principal: or (4) making a “minimum” payment that covered 
only a portion of the interest owed and none of the principal. If the minimum payment option 
were selected, unpaid interest would be added to the loan principal. If the borrower repeatedly 
selected the minimum payment, the loan principal would increase rather than decrease over time, 
creating a negatively amortizing loan. 

After five years or when the loan principal reached 1 10% (sometimes 115% or 125%) of 
the original loan amount, the Option ARM would “recast.” The borrower would then be 
required to make the fully amortizing payment needed to pay off the loan within the remaining 
loan period. The new monthly payment amoimt was typically much greater, causing payment 
shock and increasing loan defaults. For example, a borrower taking out a $400,000 loan, with a 
teaser rate of 1.5% and subsequent interest rate of 6%, could have a minimum payment of 
$1,333. If the borrower then made only the minimum payments until the loan recast, the new 
payment using the 6% rate would be $2,786, an increase of more than 100%. What began as a 
30-year loan for $400,000 became a 25-year loan for $432,000. To avoid having the loan recast. 
Option ARM borrowers typically refinanced their loans. A significant portion of Washington 
Mutual’s Option ARM business consisted of refinancing existing loans. Borrowers unable to 
refinance were at greater risk of default. 
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Washington Mutual and Long Beach sold or securitized most of the subprime home loans 
they acquired. Initially, Washington Mutual kept most of its Option ARMs in its proprietary 
investment portfolio, but eventually began selling or securitizing those loans as well. From 2000 
to 2007, Washington Mutual and Long Beach securitized at least $77 billion in subprime home 
loans. Washington Mutual sold or securitized at least $ 1 1 5 billion of Option ARM loans, as well 
as billions more of other types of high risk loans, including hybrid adjustable rate mortgages, Alt 
A, and home equity loans. According to its internal documents, by 2006, Washington Mutual 
was the second largest Option ARM originator and the eleventh largest subprime loan originator 
in the country. 

Lending and Securitization Deficiencies. Over the years, both Long Beach and 
Washington Mutual were the subject of repeated criticisms by the bank’s internal auditors and 
reviewers, as well as its regulators, OTS and the FDIC, for deficient lending and securitization 
practices. Long Beach loans repeatedly suffered from early payment defaults, poor under- 
writing, fraud, and high delinquency rates. Its mortgage backed securities were among the worst 
performing in the marketplace. In 2003, for example, Washington Mutual stopped Long Beach’s 
securitizations and sent a legal team for three months to address problems and ensure its 
securitizations and whole loan sales were meeting the representations and warranties in Long 
Beach’s sales agreements. 

In 2005, Long Beach had to repurchase over $875 million of nonperforming loans from 
investors, suffered a $107 million loss, and had to increase its repurchase reserve by nearly $75 
million. As a result. Long Beach’s senior management was removed, and Long Beach’s 
subprime lending operations were made subject to oversight by Washington Mutual’s Home 
Loans Division. Despite those changes, early payment defaults and delinquencies surged again 
in 2006, and several 2007 reviews identified multiple lending, credit, and appraisal problems. 

By mid-2007, Washington Mutual shut down Long Beach as a separate entity and took over its 
subprime lending operations. At the end of the year, a Long Beach employee was indicted for 
having taken kickbacks to process fraudulent or substandard loans. 

In addition to problems with its subprime lending, Washington Mutual suffered from 
lending and securitization deficiencies related to its own mortgage activities. It received, for 
example, repeated criticisms for unsatisfactory underwriting procedures, loans that did not meet 
credit requirements, and loans subject to fraud, appraisal problems, and errors. For example, a 
2005 internal investigation found that loans originated from two top loan producing offices in 
southern California contained an extensive level of fraud caused primarily by employees 
circumventing bank policies. Despite fraud rates in excess of 58% and 83% at those two offices, 
no steps were taken to address the problems, and no investors who purchased loans originated by 
those offices were notified in 2005 of the fraud problem. In 2006, securitizations with elevated 
delinquency rates were found to contain lower quality loans that did not meet the bank’s credit 
standards. In 2007, fraud problems resurfaced at the southern California offices, and another 
internal review of one of the offices found a fraud rate of 62%. In 2008, the bank uncovered 
evidence that employees at still another top producing loan office were “manufacturing” false 
documentation to support loan applications. A September 2008 internal review found that loans 
marked as containing fraudulent information had nevertheless been securitized and sold to 
investors, identifying ineffective controls that had “existed for some time.” 

Compensation. The Long Beach and Washington Mutual compensation systems 
contributed to these problems by creating misplaced incentives that encouraged high volumes of 
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risky loans but little or no incentives to ensure high quality loans that complied with the bank’s 
credit requirements. Long Beach and Washington Mutual loan officers, for example, received 
more money per loan for originating higher risk loans and for exceeding established loan targets. 
Loan processing personnel were compensated according to the speed and number of the loans 
they processed. Loan officers and their sales associates received still more compensation if they 
charged borrowers higher interest rates or points than required in bank rate sheets specifying loan 
prices, or included prepayment penalties in the loan agreements. That added compensation 
created incentives to increase loan profitability, but not loan quality. 

A second problem related to compensation was the millions of dollars paid to 
Washington Mutual senior executives even as their higher risk lending strategy began to lose 
money and increase the risk in the bank’s own investment portfolio. Washington Mutual’s chief 
executive officer, Kerry Killinger, for example, received each year a base salary of $1 million, 
cash bonuses, stock options, and multiple stock awards. He also received benefits from four 
pension plans, a deferred bonus plan, and a separate deferred compensation plan. In 2008 alone, 
the year he was asked to leave the bank, he received $21 million, including a $15 million 
severance payment. Altogether, from 2003 to 2008, Washington Mutual paid Mr. Killinger 
nearly $100 million, on top of multi-million-dollar corporate retirement benefits. 

Failure of 'Washington Mutual. In July 2007, after the Bear Steams hedge funds 
collapsed and the rating agencies dovmgraded hundreds of mortgaged backed securities, 
including over 40 Long Beach securities, the secondary market for subprime loans dried up. By 
September 2007, Washington Mutual had discontinued its subprime lending. It also became 
increasingly difficult for Washington Mutual to sell its high risk loans and related mortgage 
backed securities, including its Option ARMs. By the end of the year, Washington Mutual began 
to incur significant losses, reporting a $1 billion loss in the fourth quarter of 2007, and another 
$1 billion loss in the first quarter of 2008. 

In February 2008, based upon increasing deterioration in the bank’s asset quality, 
earnings, and liquidity, OTS lowered the bank’s safety and soundness rating to a 3 on a scale of 1 
to 5, signaling that it was a troubled institution. In April, the bank closed multiple offices, firing 
thousands of employees. That same month, Washington Mutual’s parent holding company 
raised $7 billion in new capital, providing $3 billion of those funds to the bank. 

In July 2008, a $30 billion mortgage lender, IndyMac, failed and was placed into 
receivership by the government. In response, depositors became concerned about Washington 
Mutual and withdrew over $9 billion in deposits, putting pressure on the bank’s liquidity. After 
the bank disclosed a $3.2 billion loss for the second quarter, its stock price continued to drop, 
and more deposits left. 

On September 1 5, 2008, Lehman Brothers declared bankruptcy. Three days later, on 
September 1 8, OTS and the FDIC lowered Washington Mutual’s rating to a “4,” indicating that a 
bank failure was a distinct possibility. The credit rating agencies also downgraded the bank’s 
credit ratings. Over the span of eight days starting on September 15th, nearly $17 billion in 
deposits left the bank. At that time, the federal Deposit Insurance Fund contained about $45 
billion, an amount which could have been exhaust^ by the failure of a $300 billion institution 
like Washington Mutual. As the financial crisis worsened each day, regulatory concerns about 
the bank’s liquidity and viability intensified. 
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On September 25, 2008, OTS placed Washington Mutual Bank into receivership, and the 
FDIC facilitated its immediate sale to JPMorgan Chase for $1.9 billion. The sale eliminated the 
need to draw upon the federal Deprosit Insurance Fund. 

Findings. Washington Mutual was not the only mortgage lender to fail during the 
financial crisis. Nor was its high risk lending practices unusual. To the contrary, the 
Subcommittee investigation indicates that Washington Mutual was emblematic of practices at a 
number of financial institutions that originated, sold, and securitized high risk home loans from 
2004 to 2008. Based upon the Subcommittee’s investigation to date, we make the following 
findings of fact related to Washington Mutual Bank and its parent holding company, Washington 
Mutual Inc. 

(1) High Risk Lending Strategy. Washington Mutual (“WaMu”) executives embarked 
upon a high risk lending strategy and increased sales of high risk home loans to Wall 
Street, because they projected that high risk home loans, which generally charged higher 
rates of interest, would be more profitable for the bank than low risk home loans. 

(2) Shoddy Lending Practices. WaMu and its affiliate, Long Beach Mortgage Company 
(“Long Beach”), used shoddy lending practices riddled with credit, compliance, and 
operational deficiencies to make tens of thousands of high risk home loans that too often 
contained excessive risk, fraudulent information, or enors. 

(3) Steering Borrowers to High Risk Loans. WaMu and Long Beach too often steered 
borrowers into home loans they could not afford, allowing and encouraging them to make 
low initial payments that would be followed by much higher payments, and presumed 
that rising home prices would enable those borrowers to refinance their loans or sell their 
homes before the payments shot up. 

(4) Polluting the Financial System. WaMu and Long Beach securitized over $77 billion in 
subprime home loans and billions more in other high risk home loans, used Wall Street 
firms to sell the securities to investors worldwide, and prolluted the financial system with 
mortgage backed securities which later incurred high rates of delinquency and loss. 

(5) Securitizing Delinquency-Prone and Fraudulent Loans. At times, WaMu selected and 
securitized loans that it had identified as likely to go delinquent, without disclosing its 
analysis to investors who bought the securities, and also securitized loans tainted by 
fraudulent information, without notifying purchasers of the fraud that was discovered. 

(6) Destructive Compensation. WaMu’s compensation system rewarded loan officers and 
loan processors for originating large volumes of high risk loans, paid extra to loan 
officers who overcharged borrowers or added stiff prepayment penalties, and gave 
executives millions of dollars even when its high risk lending strategy placed the bank in 
financial jeopardy. 
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Washington Mutual Practices That Created 



• Targeting Higher Risk Borrowers 

• Steering Borrowers to Higher Risk Home Loans 

• Increasing Sales of High Risk Home Loans to Wall Street 

• Offering Teaser Rates 

• Offering Interest Only and “Pick a Payment” Loans 

• Offering Negative Amortizing Loans 

• Not Verifying Income (Accepting Stated Income or “Liar” Loans) 

• Requiring Low or No Documentation 

• Qualifying Borrowers By Ability to Make Initial Low Payments 

• Ignoring Signs of Fraudulent Borrower Information 

• Presuming Rising Home Prices When Approving Loans 

• Making Loans That Are Dependent on Refinancing to Work 

• Using Lax Controls over Loan Approvals 

• Offering Higher Pay for Making Higher Risk Home Loans 

• Offering Higher Pay for Charging Excess Interest Rates or Points 

• Rewarding Employees for Loan Volume over Loan Quality 

• Securitizing Home Loans Identified as Likely to Fail 

• Securitizing Home Loans Identified as Fraudulent 


Prepared by U.S. Senate Permanent Subcommittee on Investigations, April 2010 
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Excerpts from Documents Related to 
Washington Mutual’s Subprime Lender: 
Long Beach Mortgage Corporation (“LBMC”) 
Lending and Securitization Deficiencies 


“An internal residential quality assurance (RQA) report for LBMC’s first quarter 2003 . . . 
concluded that 40% (109 of 271) of loans reviewed were considered unacceptable due to one or 
more critical errors. This raised concerns over LBMC’s ability to meet the representations and 
warranty’s made to facilitate sales of loan securitizations, and management halted securitization 
activity. A separate credit review report . . . disclosed that LBMC’s credit management and 
portfolio oversight practices were unsatisfactory. . . . Approximately 4,000 of the 1 3,000 loans in 
the warehouse had been reviewed ... of these, approximately 950 were deemed saleable, 800 
were deemed unsaleable, and the remainder contained deficiencies requiring remediation prior to 
sale. . . . [0]f 4,500 securitized loans eligible for foreclosure, 10% could not be foreclosed due to 
documentation issues. 

-FDIC-Washingtoii State joint visitation report, 1/13/04, FDIC-EM_001025!5, Exhibit 8(b) 


“[Securitizations] prior to 2003 have horrible performance. LBMC finished in the top 12 worst 
annualized [net credit losses] in 1997 and 1999 thru 2003. ... At 2/05, LMBC was #1 with a 
12% delinquency rate. Industry was around 8.25%.’’ 

-OTS email, 4/14/05, OTSWME05-0120000806, Exhibit 8(a) 

“In 24 of 27 (88%) of the refinance transactions reviewed, policies established to preclude 
origination of loans providing no net tangible benefit to the borrower were not followed.” 

-WaMu audit of Long Beach, 9/21/2005, JPM_WM04656627 

“LBMC experienced a dramatic increase in [Early Payment Defaults] during the third quarter of 
2005. . . . (R]elaxed credit guidelines, breakdowns in manual underwriting processes, and 
inexperienced subprime personnel . . . coupled with a push to increase loan volume and the lack 
of an automated fraud monitoring tool, exacerbated the deterioration in loan quality.” 

-Wamu audit of Long Beach. 4/17/06, JPM_WM02533760-61. Exhibit 10 


“[D]elinquencies are up 140% and foreclosures close to 70%. ... It is ugly.” 

-Steve Rotella email, 4/27/06, JPM_WM0538091 1. Exhibit 1 1 


“LBMC is terrible.... Repurchases, [Early Payment Defaults], manual underwriting, very weak 
servicing/collections practices and a weak staff.” 

-Steve Rotella email. 9/14/06, JPM_WM008103 17, Exhibit 12 

“LBMC paper is among the worst performing paper in the mkt [sic] in 2006.” 

-David Beck email, 1 1/7/06, JPM_WM03871491, Exhibit 50 
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“Short story is this is not good. . . . [LJarge potential risk from what appears to be a recent 
increase in repurchase requests, . . . We are all rapidly losing credibility as a management team.” 

-David Schneider email, 12/22/06, JPM_WM03 100333, Exhibit 13(a) 


“Long Beach represents a real problem for WaMu. . . . Appraisal deficiencies .... Material 
misrepresentations .... Legal documents were missing or contained errors or discrepancies . . . 
Credit evaluation or loan decision errors . . . [DJeterioration was accelerating in recent vintages 
with each vintage since 2002 having performed worse than the prior vintage.” 

—Ron Cathcart and Cynthia Abercrombie emails, Jan. 2007 & Dec. 2006, JPM_WM025556, Exhibit 16 


“Washington Mutual Inc.’s subprime bonds are suffering from some of the worst rates of 
delinquency among securities in benchmark indexes, according to JPMorgan Chase & Co. 
research. . . . Delinquencies of 60 days or more on loans supporting WaMu’s Long Beach 
LBMLT 2006- 1 issue jumped ... to 1 9.44 percent ... the highest among the 20 bonds in the 
widely watched ABX-HE 06-2 index of bonds backed by residential loans to risky borrowers.” 

—“WaMu subprime ABS delinquencies top ABX components,” Reuters, 3/27/07, Exhibit 52 


“[T]he overall system of risk management and internal controls has deficiencies related to 
multiple critical origination and underwriting processes .... These deficiencies require 
immediate effective corrective action to limit continued exposure to losses.” 

-Wamu audit of Long Beach, 8/20/07, JRM_WM02548940, Exhibit 19 


“This [2007 audit report of Long Beach] seems to me to be the ultimate in bayonetting the 
wounded, if not the dead.” 

-Steve Rotella email, 8/21/07, JPM_WM04859837, Exhibit 20 


“132 of the 187 (71%) files were reviewed ... confirmed fraud on 1 15 [and 17 were] ... ‘highly 
suspect’. ... 80 of the 1 12 (71%) stated income loans were identified for lack of reasonableness 
ofincome[.] 133 (71%) had credit evaluation or loan decision errors .... 58 (31%) had appraisal 
discrepancies or issues that raised concerns.” 

—Wamu Corporate Credit Review of Long Beach, 9/28/07, JPM_WM040 13925, Exhibit 21 
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Excerpts from Documents Related to Washington Mutual’s 
Prime Home Loan Lending and Securitization Deficiencies 


“Craig [Chapman, Wamu executive,] has been going around the country visiting home lending and 
fiilfillment offices. His view is that band-aids have been used to address past issues and that there is a 
fundamental absence of process,” 

— OTS internal email, 8/13/04, Franklm_Benjamin-00003956_001 


“[AJmong the referred cases there is an extremely high incidence of confirmed fraud (58% for 
[Downey office], 83% for [Montebello office]).” 

-Wamu internal email, 8/30/05, JPM_WM04026075, Exhibit 23 


“Fraud Loan Samples[:] Loan #0694256827 Misrepresentation [of] the borrower’s identification and 
qualifying information were confirmed in every aspect of this file, including: - Income - SSN - Assets 
- Alternative credit reference letters - Possible Strawbuyer or Fictitious borrower[.] The credit 
package was found to be completely fabricated. Throughout the process, red flags were over-looked, 
process requirements were waived, and exceptions to policy were granted.” 

-Retail Fraud Risk Overview, 1 1/16/05, JPM_WM02481943, Exhibit 22(b) 


“[A]n extensive level of loan fraud exists in the Emerging Markets [loan processing centers in 
southern California], virtually all of it stemming from employees in these areas circumventing bank 
policy surrounding loan verification and review. Of the 129 detailed loan review[s] ... conducted to 
date, 42% of the loans reviewed contained suspect activity or fraud, virtually all of it attributable to 
some sort of employee malfeasance or failure to execute company policy. . . . Based on the consistent 
and pervasive pattern of activity amount these employees, we are recommending firm action be taken 
to address these particular willful behaviors on the part of the employees named.” 

-Wamu So. CA Emerging Markets Targeted Loan Review Results, 11/17/2005, JPM_WM01083051, Exhibit 22(a) 


“[D]elinquency behavior was flagged in October [2006] for further review and analysis .... The 
primary factors contributing to increased delinquency appear to be cautted by process issues including 
the sale and securitization of delinquent loans, loans not underwritten to standards, lower credit quality 
loans and seller servicers reporting false delinquent payment status,” 

-WaMu Market Wsk Committee Minutes, 12/12/06, JPM_WM02095545, Exhibit 28 


“Our appetite for credit risk was invigorated with the expansion of credit guidelines for various 
product segments including the 620 to 680 FICO, low doc loans, and also for home equity. ... In 
2007, we must find new ways to grow our revenue. Home Loans Risk Management has an important 
role to play in that effort.” 

-Home Loans Chief Risk Officer’s message to risk management team, 12/26/06, JPM_WM02555659, Exhibit73 


“I said the other day that HLs [Home Loans] (the original prime only) was the worst managed business 
1 had seen in my career. (That is, until we got below the hood of Long [B]each.)” 

-Steve Rotella email, 8/23/07, JPM_WM00675851, Exhibit 79 


Permanent Subcommittee on Investigationsj 


EXHIBIT #le 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 Jkt057319 


PO 00000 


Frm 00229 Fmt6601 


Sfmt 6601 


P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 




ph44585 on D330-44585-7600 with DISTILLER 


218 


2 


“One Sales Associate admitted that during that crunch time some of the Associates would 
‘manufacture’ asset statements . . . and submit them to the [loan processing center]. She said the 
pressure was tremendous . . . since the loan had already [been] funded and pressure from the Loan 
Consultants to get the loans funded.” 

--Significant incident Notification re Westlake Village Home Loan Center, 4/1/08, JPM_WM05452386, Exhibit 30 


“Risk Mitigation reviewed 25 HELOC [Home Equity Lines of Credit] loans originated between 2/6/08 
and 4/19/08 . . . with a total exposure of $8,538,600.00. The review foimd that the borrowers indicated 
they owned the property free and clear when in fact existing liens were noted on the properties. The 
properties are located in California, Arizona and Washington. . . . WaMu used . . . Abbreviated Title 
reports [that] ... do not provide existing lien information on the subject property.” 

—Significant Incident Notification re HELOC Fraud, 5/1/08, JPM_WM05452389, Exhibit 32(b) 


“[A] third party mortgage insurer, notified WaMu of fraud concerns in June 2007. Resolution of this 
complaint was not completed .... WaMu Legal and [Home Loan] senior management had no method 
of knowing the existence of this complaint or its resolution status. . . . [F]or the September and October 
2007 sampled time period, the volume of misrepresentation and suspected loan fraud continued to be 
high for [Montebello, a southern California loan processing center](62% of the sampled loans). . . . 

Loan Producers were compensated for volume of loans closed and Loan Processors were compensated 
for speed of loan closing rather than a more balanced scorecard of timeliness and loan quality. ... Risk 
Mitigation conducted loan reviews on loans produced from September 9, 2003 to August 8, 2005 and 
found excessive levels of fraud related to loan qualifying data particularly in the retail broker loans 
(78%). . . . Outside of training sessions ... in late 2005, there was little evidence that any of the 
recommended strategies were followed or that recommendations were operationalized. There were no 
targeted reviews conducted ... on the Downey or Montebello loan portfolios between 2005 and the 
actions taken in December 2007.” 

-WaMu internal memorandum, 4/4/08, pages 1-2, 6-7, 9, Exhibit 24 


“The controls that are intended to prevent the sale of loans that have been confirmed ... to contain 
misrepresentations or fraud are not currently effective. There is not a systematic process to prevent a 
loan . . . confiimed to contain suspicious activity from being sold to an investor. ... Of the 25 loans 
tested, 1 1 reflected a sale date after the eompletion of the investigation which confirmed fraud. There 
is evidence that this control weakness has existed for some time.” 

-WaMu internal Corporate Credit Review, 9/8/08, JPM_WM003 12502, Exhibit 35 
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Excerpts from Documents Related to 
Washington Mutual 
Compensation and Incentives 


“To those of you who have not yet reached President’s Club, I want each and every one of you to 
believe you have the potential to achieve this great reward. Now is the time to really kick it into 
high gear and drive for attending this awesome event! Rankings are updated and posted monthly 
.... I’m especially pleased with your ability to change with the market and responsibly sell more 
higher-margin product - Option ARM, Home Equity, Non-prime, and Alt A.” 

-WaMu internal document to Home Loans sales force, Nov. 2006, JPM_WM03077124, Exhibit 62 


“Incentive Tiers reward high margin products . . . such as the Option ARM, Non-Prime referrals 
and Home Equity Loans .... Wamu also provides a 1 5 bps ‘kicker’ for selling 3 year prepayment 
penalties.’’ 

— WaMu Retail Loan Consultant 2007 Incentive Plan, undated, JPM_WM030972I7, Exhibit 60(a) 


“Overages . . . [give a] Loan Consultant [the] [a]bility to increase compensation [and] [ejnhance 
compensation/incentive for Sales Management .... Major national competitors have a similar 
plan in place in the market. ” 

-WaMu proposal, adopted in 2007, to pay overages - added compensation to loan officers who 
sell loans with a higher interest rate or points than required on WaMu’s daily rate sheet, undated, 
JPM_WM02583396, 98. Exhibit 60(b) 


“[W]e have to convince our folks that they will all make a lot of money by being with WaMu.” 

-Kerry Killinger email, 1/3/08, JPM_WM013358I8, Exhibit 65 


“The board of Washington Mutual Inc. has set compensation targets for top executives that will 
exclude some costs tied to mortgage losses and foreclosures when cash bonuses are calculated 
this year.” 

— “WaMu Board Shields Executives’ Bonuses,” Wail Street Journal, 3/5/08, Exhibit 67 


“Loan Producers were compensated for volume of loans closed and Loan Processors were 
compensated for speed of loan closing rather than a more balanced scorecard of timeliness and 
loan quality. ... A design weakness here is that the loan consultants are allowed to 
communicate minimal loan requirements and obtain various verification documents from the 
borrower that [are] need[ed] to prove income, employment and assets. Since the loan consultant 
is also more intimately familiar with our documentation requirements and approval criteria, the 
temptation to advise the borrower on means and methods to game the system may occur. Our 
compensation and reward structure is heavily tilted for these employees toward production of 
closed loans.” 

— WaMu internal memorandum, 4/4/08, page 1 1, Exhibit 24 
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“[T]he review defines an origination culture focused more heavily on production volume rather 
than quality. An example of this was a finding that production personnel were allowed to 
participate in aspects of the income, employment, or asset verification process, a clear conflict of 
interest. . . . Prior OTS examinations have raised similar issues including the need to implement 
incentive compensation programs to place greater emphasis on loan quality.” 

—OTS Memo No. 22, Loan Fraud Investigation, 6/19/08, JPM_WM0244S184, Exhibit 25 


“Chief Risk Officer -Home Loans ... Employee Goals ... GROWTH 35% ... Achieve Net 
Income - $340 MM for 2007 . . . Subprime -$32B . . . Option ARM - $33B . . . RISK 
MANAGEMENT 25%” 

-Performance Review Form for Chief Risk Officer, undated, JPM WMO 1365325, Exhibit 64 


“We would disclose the exclusion of [Executive Committee] members from the bonus plan. 
There would be no disclosure of the retention cash payments. Option grants would be held off 
until whenever other comp, actions were done. 

— Keiry Killinger email, 7/16/08, JPM_WM01240144, Exhibit 66 


“Creditors in Washington Mutual Inc.’s bankruptcy could go after a $16.5 million cash 
severance payment promised to ousted CEO Kerry Killinger ... [and] a $7.5 million signing 
bonus for his successor, Alan Fishman, who ran the bank for 1 8 days before it failed.” 

-“WaMu creditors could challenge payments to Killinger, others,” Seattle Times, 10/1/08, Exhibit 68 
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Excerpts from Documents Related to 
Washington Mutual Securitization of Delinquency-Prone Loans, 
First Quarter of 2007 


February 14, 2007 

“...attached is a description of the Option ARMs that were delinquent in the 2006q4. You can see 
that it is very much a function of FICOs and Low Doc loans.” 

- Richard Elison, February 14, 2007 e-mail. Subject: “FW: Option ARM MTA and Option 
ARM MTA Delinquency,” JPM_WM032I9134, Ex. 40b. 

“This answers partially Schneider’s question on the break down of the option arm delinquencies. 

The details (IPPD tab) shows Low fico, low doc, and newer vintages are where most of the 
delinquency comes from, not a surprise.” 

- Youyi Chen, February 14, 2007 e-mail to David Beck, Subject: “FW: Option ARM MTA 
and Option ARM MTA Delinquency,” JPM_WM032191 34, Ex. 40b. 

“The performance of newly minted option arm loans is causing us problems. Cheryl [Feltgen] can 
validate but my view is our alt a (high margin) option arms [are] not performing well. We should 
address selling IQ as soon as we can before we loose (sic) the oppty .” 

- David Beck, February 14, 2007 e-mail to David Schneider, Subject: “FW: Option ARM 
MTA and Option ARM MTA Delinquency,” JPM_WM03219133, Ex. 40b. 

February 18, 2007 

“California, Option ARMs, large loan size ($1 to $2.5 million) have been the fastest increasing 
delinquency rates in the SFR portfolio.” . . . “Gain on sale margins for Option ARMs are attractive. 
This seems to me to be a great time to sell as many Option ARMs as we possibly can. Kerry 
Killinger was certainly encouraging us to think seriously about it at the MBR last week.” 

— Cheryl Feltgen, February 1 8, 2007 e-mail to David Schneider and David Beck, Subject 
“RE: Option ARM MTA and Option ARM MTA Delinquency,” JPM_WM0321 91 33. Ex. 40b. 

February 20, 2007 

“We are contemplating selling a larger portion of our Option ARMs than we have in the recent past. 
Gain on sale is attractive and this could be a way to address California concentration, rising 
delinquencies, falling house prices in California with a favorable arbitrage given that the market 
seems not to be yet discounting a lot for those factors.” 

- Cheryl Feltgen, Februaiy 20, 2007 e-mail. Subject: “URGENT NEED TO GET SOME 
WORK DONE IN THE NEXT COUPLE OF DAYS: Option ARM MTA and Option ARM MTA 
Delinquency,” JPM_WM03219132, Ex. 40b. 

“I reviewed the HFI [held for investment] prime loan characteristics that contributed to rising 60+ 
[day] delinquency rates between 1/06 - 1/07.” “I recommend that we select loans with some or all of 
these characteristics to develop a HFS [held for sale] pool.” 

— Robert Shaw, February 20, 2007 e-mail. Subject: “Some thoughts on targeted population 
for potential Option ARM MTA loan sale,” JPM_WM032 19131, Ex. 4 1 . 
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February 25, 2007 

“David [Schneider] and I spoke today. He’s instructed me to take actions to sell all marketable 
Option Arms that we intend to transfer to portfolio in IQ, 2007.” 

— David Beck, February 25, 2007 e-mail. Subject; “HFI Option Arms redirected to HFS,” 
JPM_WM00834000, Ex. 42b. 

March 12, 2007 

“The Committee agreed that IQ SFR 295+ Option ARM production would be sold.” 

— Asset Liability Committee Meeting Minutes, March 12, 2007, JPM_WM02407012. 

March 27, 2007 

Washington Mutual Mortgage Securities Corp. files a prospectus for WMALT 2007-OA3, a 
mortgage-backed securities issuance that contains $1 .56 billion of WaMu Option ARMs originated in 
January and February 2007. 

- http://www.sec.gOv/Archives/edgar/data/l 3 1 7069/00009304 1 30700286 l/c47584_424b5.htm 
February 2010 

54.85% of the loans (weighted by value) comprising WMALT 2007-OA3 are non-performing. They 
are 23.66% delinquent, 25.45% in foreclosure, and 5.74% bank-owned. 

— www.wamusecurities.com 
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W) \ Washington Mutual 

Higher Risk Lending Strategy 

“Asset Allocation Initiative” 


Board of Directors 
Finance Committee Discussion 

January, 2005 
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IP I Washington Mutual 

Asset Allocation Initiative: 

Higher Risk Lending Strategy 
and Increased 
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Washington Mutual 


--DRAFT as of 


Higher Risk Lending Strategy 

And Increased Credit Risk Management 


Board of Director Discussion 

January, 2005 
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Home Loans Business Model 



The prime mortgage barking iMisIness model was built to take advantage of iage 
refinance cycles, aid Is not wen positioned ki more challen^ng environments. 

• “Mono4tne” structure focused on iow-margin, prime madcet segment 

- In 2005, 85% of production was Prbne 

- <4% of production vcdume was sourced fmn Fnancial Corners 
' Goals were largdy driven by overall market share growth 

- Attracted and retained a producing ^ high cost sales structure 

- Pricing ^ategytars^edwHttm top 3 

• Profitability is disproportionately Infiuenced by market ^tors 

- Pee-based (Gain m Sate) model dependent on market cycles tor hk^ returns, 
and is not consisterxt Mih low efficiency rtfio 

- Volatile MSR cordr^ed >50% of net income ever last 2 years 


The effects of the model have created tmaccep table levels of volatility and risk 
for Washington Mutual. 


*tit 2DW Savd U«lr« Horn iMM P>0< 2 


In 2005, 85% of production was Prime 

• 2005 volume by prcxiucl (data behind slide) 

<4% of production volume was sourced from Financial Centers 

• FC first mortgage referrals (PFRs) was <4% of total origination 
volume $248B 

• The amount of Home Equity product ftjnded through the FCs in 2005 
was $4.4B. which is < 4 % of total LC Retail volume of $103B 

• In 2008, the LCs paired with the Retail Bank are estimated to 
originate $10.4B In the FCs, and another $5.7B which is generated by 
the PFRs 

• 28% of the total Retail volume In 2008 of $57B 

• 7%oftota!Pr<5ductionof$232B 

Goals were largely driven by overall market share growth 

• Market share slides (data behind slide) 
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Home Loans Strategic Positioning 



ID 

Home Loans Is accelerating signiticant business model changes (o achieve 

consistent, lonchterm financt^ objectives. 



_ ___ 


• Shift ftom low-margin business to h^h-margin products 



• Reallocate risk from market-based to credit 




* Continue to attack ^e cost sbucture 







-- 





otsooo 





IneormSiavAi (tiom Q1 3005) 
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<0-I2« 
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9% 





EfficianCY Mo 

91% 

<50K 




M«l C««t (e Had}* WSR (amuMiMd) 
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WtartMutm Hmlsx 
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Definition of High Margin Products 

• Home Equity, Subprime. Alt A, ARM 

Historical net Income: 

• 2005 Actual: $1,235M 

• 2006 March Forecast; $323M 


ROE 

• 2005 Actual: 26% 

• 2006 March Forecast: 7% 

Efficiency Ratio 

• 2005 Actual: 56% 

• 2006 March Forecast: 82% 

Cost to Hedge 

• 2005 Actual; $621 M (pre-tax) 

• 2006 March Forecast (annualized); ($502M) 
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Q1 2005 and Q1 2006 prime and ali-in net income split 

• Q1 2005 - $176M Operating / $151 MSR = $324M 

• Q1 2006 - $1 31 M Operating / ($92) MSR = $38M 

MSR Comparison - % of Market Cap (data behind slide) 

Cease Govt Lending in Retail and Wholesale 

• Retail is scheduled for 5/2/06 

• Wholesale was on 3/15/06 

1/8 Basis Point will be Implemented In July 2006 

Post Sales Dates 

• Q3 06 - $47,58 (GNMA) 

• 01 07- $137.58 (Fixed) 
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FTE Outsourcing 

. 350 FTE offshored in 2004 

• Targeting 1,100 by end of 2006 

• TSG support is an additional 60 

Site Consolidations (see Quad 1<pagers by business unit in Appendix) 

Status of Long Beach pilot 

Active Loans; 107 
Funded Loans: 2 

Loans submitted (max in single day during pilot): 23 on 4/6/2006 

Peak users: 41 LBM LOS 

First loan e-submitted via BFO: 4/11/2006 

First loan funded and confirmed GL file received: 4/1 1 /2006 

Pilot is at Denver LFC. As of 4/10/2006, entire LFC is “up" on LBM LOS. 

Last code release into production (a pricing update, 5.6.6.3) done 
4/11/2006. 

Loans Consultants - 2,200 financial caters covered by year-end 2008 

*Note 1: The Stratmor study excludes Subprime 

*Note 2: A list of Stratmor Study company participants is behind slide 
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Date of Palisades full implementation 

• TTie first phase of what Is called the STeP program has been defined 
- it's the Palisades implementation for Consumer Direct slatted for Q4 
2006 

• Retail -1Q07 

• V\ftio!esale - 2Q07 


2008 Servicing breakout (Prime, Subprime, Home Equity) 


(.4«ns per FTS Summery: 

2006 

2007 

2008 

Prime se(Vielr>g 

1.6SS 

1.770 

1.613 

Sub Prime servicing 


496 

514 

Heme Eeuctv servielrta 

1.721 

1.756 

1.609 

Teui 

1.4S0 

1.93$ 

1.267 

Cotl to Service (per urtH) 

2»0« 

2007 

2600 

Prime servicing 

76 

66 

69 

Sub Prime servicing 

207 

197 

187 

Heme EeuiN setvieino 

106 

96 

94 

Tout 

65 

87 

91 


Productivity Measures - 2005 and March 2006 Forecast for Prime only 
(behind slide) 
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(!!!!) SNaMu 


To; Board of Directors 

From; Kerry Wilinger, Chairman and CEO 

Date; June 18, 2007 

Re: WaMu Strategpc Direction 


indtxluction 

WaMu has generated superior returns over the 24 years since becoming a public company in 168$. We 
have delivered nearly 20% per year of total shar^tolder return versus nearly 13% for the S & P 500. We 
have achieved this by focusing on our customers, ddrveting excellent value arxl outstanding service. We 
have also prudently taken risks, espedaBy interest rate risk, over the years. And we have been excellent 
managers of our caii^al by making smart acquisilkms, repurchasing our stock when Urat made sense, and 
growing rxir balance ^leet when rl^-adjusted returns were attractive. Very knportantly, have always 
focused on the long term and have not veered off of plan when various cycles or buttes caused our short- 
term resutts to lag cAh^. Conversely, we didnt become over confident ^ do econorrHcaly itre^nstble 
things wh^ we were in periods of ^rong relative performance. 

Beginrung in 1990, we adopted frve-year plans as a way to better focus our strategies and to set specific 
financial targets. Since then, vre successfully executed three five-year plans and are approdmately ^/o of 
the tovi«rds completing the current ftve-year plan (a>venng the years 2005 through 2009). We have 
set goals of achieving douUe-di^ earnings per share growth, ifigh teens return on common equity 
<ROCE), an (^serating efficiency ratio below 50%, a nonperforming asset-to-lotal asset ratio of 1% or less 
ov^the economic cycle and mamtaining a r^o of tangible equity to assets of 5.5% (revised upward from 
5.0% in 2005). 

Because of a very difficult int^est rate envkorMnerfi in 2005, 2006 and thus far in 2007, we have not been 
able to achieve our financial targets. Through the first quarter of this year, our EPS ^wth has averaged 
6%, the ROCE has averaged 14% and our operating efficiency ratio has averaged 58%. We continue to 
be cautiously OF^mistic that we can meet or exceed our finandal targets over the five-year period, but we 
need the ^kJ curve to return to more normal levels in 2008 and 2009 for this to occur. 

The duraUon of the current fiat-to4nverted yield curve environmerrt is unprecedented since the high inflation 
period of 1978 to 1982. Driven by excess woridv^e fiquidtty. robust econorrac growth On most parts of the 
world) as well as tame irffiation, long4eim interest r^es have remaned very low in relation to short-term 
Interest rates for neatly a year now and there is liWe indication that this condlicffi wil change in the near 
future. HIstOficaliy, penods of flat-t<Hnvetted yield cur>^ have averaged six to 24 months. 

As you wiH recall, the flnancial projections in our annual long-range forecasts have been higher than actual 
results for the past Urree years. We have gen^lly based our long-range forecasts on the forward yield 
curve at the time of ttte forest, which in eadh case has turned out to be wrong. In other words, investors 
have routinely precficted the yield curve to retwn to a mwe normal positively sloped shape and thus far Uiat 
has not occurred. 
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Once again, we face the prosper of forecasting ^nificantly improved resutts in 2008, 2009 and beyond, in 
part, because the yield curve is e)q)eded by irjve^ois to eventu^ly r^um to more norma! levels. 
PrebabiliUes favor a return to a more normal yi^ curve but tttis is by no means a certainty. As a result, we 
are pre^nting a base case scenario which reflect a gradual return to a more noim^ yield airve, Ixit we 
are also presenting alternative scenarios, one of wf^ isttte crmtinuation of a flat yield curve. 

Aside from the knpact of changing intered r^es, we are edso im;:»cted by a slowing hou^ng market, 
overcapacity in the mortgage banfdng indusby. bitense comp^on in all of c^r txj^ness lines, and a 
changing regulatory and poHtical landscape. Despite these challenges, we see the opportunity to oeate 
excellent shareholder value by crisply executing our plan. We have a unique franchise capable of 
producing excellent growth aixi po^ive operatirrg leverage (revenues ri^ng at a faster rate than e>q)enses). 
And 01 ^ te^ has never been ^nger. We ha\re people capat^e of taking this company to the next lev^ 
of p^ormance. In my view, we just need to keep executing the plan and an impreved envirenment will 
eventu^y allow the progress to be reflected in strcxrger operating results. 


Our Visicm for the Company 

Our visk3n is to be a national leader m consumer and smdl business banking. By accc^pEshing our vteion 
and adhering to our cxxb values of being fair, caring, human, dynan^ and driven, we wilt cieiiver superior 
long-term returns for («jr shareholders. 

We are txjitding a unique and very valuable franct^ in some of the t^hest growth regies of the country. 
Our business model is espedally well suited to serve middle mark^ consumers and small businesses that 
are <}flen ignexed by our ccxnpetftors. We brand CMjrsetves as the bar^ that pro\4des ‘Sbnpler Banking and 
More SmUes* for our cxrstomers. 

Tvro important measures of our success are anrnial hcmsehold growth and customer service scores. We 
believe that conflnual growth of our customer base and continuously improving customer service will 
uRim^ety lead to the flnandal results we are targetmg. 


The Business Environment in 2008 

ITre business environment will have a significant impact on our finandai results in 2008. 

• U.S. Economy: Most forecasters expect the U.$. economy to experience slow growth in 
2008. Consumer spending ^oukl moderate as the effects of a slowing housing market wotic 
their way through the economy. On Ore other hand, corporate spending should be solid. 

This probably leads to 2% to 3% GOP growth and some upward pressure on unemirdoyment. 
Recession is a possibility if the housing market turns down harder than currently expected, 
but most forecasters still see this as unlikely. We based our long-range forecast on moderate 
ecorromic growth, but we have presented alternative scenarios for higher and lower GDP 
growth. The major variables that change in these scenarios are the net interest margin, gain- 
on-sale, and credit cost assumptions for our credit card, commercial real estate, residential 
and home equity portfolios. 

* World Economy: Most econon^s in the vrortd are performing very well. Many countries 
such as India and China are growing at two to three times faster than the U.S. This growth is 
being aided by increased trade, improved prrxluctivity driven by low cost labor, technology 
investments, low inflation and immense liquidRy. Both China and India boldly predict that 
their economies wilt surpass the U.S. economy in 20 years. Capital is flowing into these and 
other developing countries at a raiiM rate and many large U.S. based companies are now 
driving a substantial portion, and in many cases, the majority of their earnings from outside of 
the U.S. It Is estimated that the minority of S & P 500 company earnings now come from 
outside of the U.S. For WaUu, this is significant because we do not currently operate outside 
of the U.S. and our growth is dampened on a relative basis to those S & P 500 companies, 
induding many banks, which are benefiting from higher non-US. growth rates. 
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• Interest rates; Most forecasters are cmfused right now. A few weeks ago, the consensus 
was for a Fed cut in the second half <rftWs year. Today, the consensus is for no cut this 
year, if the economy continues in slow growth nK)de, there is little incentive for the Fed to 
change much. So unless the hou^ng nraricet turns down harder than expected and brings 
consumer spending dovim, rates will probably stay at or close to (Xiirent levels through muc4i 
of 2008. Hie absolute level of intei^ rates has an impact on our net inteiest margin (NIM) 
and our mortgage banking earnings. No change by the Fed is neutral to both the NIM and 
mortgage banking revenues, while are heiphji and increases hurt. 

• Yield curve: The yield airve has been flat to inverted for an ejdended period. The world is 
currently flush vrith liquidity and as long as this continues, many experts are forecasting a 
continuation of a flat curve throughout 2008. A flat yield curve hurts our NIM. We lose margin 
on our loan pipelines, our MSR hedging are increased, and the spread we usually earn 
on slightiy longer maturity assets versus our Batxiities is negatively impacted. 

« Credit spreads: Credit spreads are currently very tight. Baa credit spreads, for example, 
are currently at 1 .3% versus an average of 2.6% over the past ten years. Tight credit 
spreads hurt our NIM because our asset ^elds, wrtiich reflect credit spreads, tend to come 
down in relation to our liability costs, which are not affected. For WaMu, this is a big deal. 
Many of our key asset categories such as medium-term residential ARMs, mortgage backed 
securities, medium-term commercial real estate ARMs, and most corporate bonds do not 
currently {xovide the required mid-teens ROCE. In fact, tight credit spreads and Immense 
liquidity in hedge funds are causing many asset categories to be better financed on hedge 
fund balance sheets rather than bank balance sheets. This is leading to a shrinkage of bank 
balance sheets (accompanied by increased cash dividends and share repurchases) and an 
expansion in he^e fund balance ^e^. We expect credit spreads to eventually vnden if 
there is a major credit event, but ttining is ham to predict. 

• Asset bubbles; Immense fiquidity is leading to the creation of many asset buttles. For 
example, real estate values in many deveiofxng countries are rising in the 10% to 20% range. 
In most countries, housing prices are rising ^ above-average rates. Commodity fffices haye 
soared over the past two years as evidenced by copper (+95%) aixJ silver (+88%). Sto<^ 
prices have risen to afi time highs In most markets around the world. Even art and other 
coilectiUes have increased dramatically in price over the past few years. Increasing asset 
prices have led to wealth creation and the availability of increased financial leverage, which 
amplifies the phenomenon. Total {^obal new debt issuance has increased 34% since 2004. 
The main benefidaries of these Kquidity-dtlven asset bubbles have been hedge funds and 
private equity firms. WaMu has little direct exposure to these bubbles, tHrt we vriil fee! the 
impact through increased credit costs and Improved net interest margins when the Inevitable 
unwinding takes place. 

• Housing maricet; For the past two years, we have been predicting the bursting of the 
housing bubble and the likelihood of a slowing housing market. This scenario has now 
turned into a reality. Housing prices are declining in many areas of the country and sales are 
rapidly slowing. This is leading to an increase in delinquencies and loan losses. The sub- 
prime market was especially rocked as many sub-prime borrowers bought houses at the 
peak of the cyde and now find their houses are worth less and they are having difficulties 
refinancing their initial low-rate loans. Because housing prices became so extended, we 
expect the market to be soft for another couple of years. If is difficult to correct this much 
excess in a short period of time. However, the good news is that as long as the economy 
remains sound and people have jobs, delinquencies should start peaking within the next few 
quarters. 

• Private equity and hedge funds: Talk about a bubble! Enomious amounts of capital are 
flowing into private equity and hedge funds. Private equity currently accounte for 
approximately one-thifd of aH acquisition activtty. It has been estimated that the potential of 
private equity acquisitions has driven up slock prices across the board by 10% to 20%. 
Hedge funds have now replaced the high-yield bond market and commercial banks as the 
primary provider of financing for the private equity acquisitions. So far, it has been a great 
ride in which excess liquidity has driven higher asset prices, which has created more gains, 
which has produced even more liquidity to drive asset values up even higher. Many Wall 
Street exeartives believe that this bubble could break at any time. But they also dont want 
to miss out on the gains, so they continue to participate. Thus, most capital markets players 
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are getting caught up in perpetuating the This is a simitar scenario to when the 
internet IxibUe was taking i^ace. WaMu ^ould not directly be impacted by the end of this 
bubble other than how it might impact real estate values in financial seMces centers like New 
York. And if the stock market was to go a major correction, K would no doubt impact 
consumer confidence and perhaps result in a recession, which would have tx^h positive and 
negative imii^icaUons for WaMu. As you will recall, we had the opportunity to partkapate in 
the fmandng of major private equity transactions. So far, we wouW have been financially 
better off to have done this. But I think it was vrise to avoid this sector. 

• Regulatory and Congressional acti\rity: The Regulatory environment has been fairly quiet. 
Financial health is good for most banks and there haveni t^en serious credit issues. Our 
primary regulator, the OTS, appears to be doing well. The quality of their staff continues to 
improve and their Director is doing a good job wHhin Wa^ington, D.C. They are also 
attracting some new client banks. Basel II is nearing implementation. There are inconsistent 
roles betv^en U S. and European Regulators for im^ementlng Basel 11, threaten to put 
U.S. banks at a permanent disadvantage to European banks, if this IsnT fixed, we expect to 
see European bani» be even more aggressive in acquiring U.S. banks because they vtrili 
need to hold significantly less tangible common equity at their holding companies. On the 
Congre^ional front, we expect a Ictt of hearings relating to consumer protection issues. 

Areas of fo<xis indude sub-prime lendmg, student lending and credit card lending. We do not 
anticipate significant new legidation at this time. Congress seems wiling to let the regulators 
and the marketplace resolve the more faring practices that have been so far highlighted in 
the hearings. 

• Federal Home Loan Banks; The Federal Home Loan Banks provide low-cost cx}ilateraiized 
borrowings for member banks. Eac^i bank Is ovwied by its members through shares of stoc^. 
For many years, WaMu was the largest borrower and owner of the Seattle and San 
Francisco banks. Last year, the regulator of the FHLB system proposed a regulation that 
would confiscate capital from the members. WaMu vigorously opposed this regulation artd 
accelerated our plans to reduce our brurovrings and share ownership. We were successful In 
delaying and then modifying the new regulation while we reduced our share ownership from 
$4.3 tHilion at the beginning of 2006 to $2.7 billion at the end of the year. The finandal health 
of the FHLBs appears to be stable and even the Seattle bank, whidt went through a dilticult 
phase, is now paying a dividend. We have diversified our borrowing sources to Include 
covered bonds and other collateralized borrowng sources. In many cases, these sources of 
borrowing are superior to the FHLBs because of lower costs, lower collateral requirement 
and no need to tie up capital with stock ownership. But we do recognize that the FHLBs 
mIgW become a more attractive borrowing source during periods of lighter liquidity. 
Accordingly, we will maintain our membership in the FHLB system. 

• Merger and Acquisttion ActivHy: We expect bank acquisition activity to be brisk. Most 
deals will be done on frierKlIy terms where cost savings and capital optimization are the 
driving forces. In some cases, shareholder adivists will force companies into play. "R^e 
acquisition of ABN AMRO has emboldened shareholder activists who see that they can help 
force ttansadions with relatively Ikile ownership. Private equity is also becoming a force in 
financial services acquisitions. There are bank holding company capital and ovmership 
restrictions which have deterred private Investment in the past, but many private equity 
players are currently worWng on ways around these limitations. If they figure something od 
here, private equity could also become a significant force in bank acquisitions. At WaMu, we 
vril! continue to actively explore acqdsitions. We will maintain our pricing discipline, but we 
will try to gel one or more acquisitions done in the coming year. Priorities Indude bank 
branch expansion, new asset categories that can be delivered through our retail stores (e.g., 
auto loans) and companies that help ^h our balance sheet diversification. 

• Foreign Banks: As noted above, foreign banks have a huge competitive capital advantage 
over U.S. banks. Many of the European banks operate on 2% to 3% tanglWe common 
equity, whereas most U.S. banks operate on 5 to 6% tangiWe cx>mmon equity. This has led 
to foreign banks buying U.S. banks at a fwirlo one ratio over U.S. banks buying foreign 
banks. For WaMu. this capital differential allows foreign banks to price produds more 
aggressively and to be formidable competitors in paying for acquisitions. The likely outcome 
is that U.S. banks will reduce their tangiWe cwnmon equity ratios over time to have a better 
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chance again^ the Europeans. B (rf A te tat^tlng a tangible comnton equity ratio of only 
3;8% (on day one) if they comf^^ the La SaBe purchase. 


The Long Range^inancial Forecast 

Our base case utBizes the forward yield cur>« and ^umes a gradual return to a more ncffmal curve. 
It also as^mes ^ow ecxmomic growth and a slowing housing mark^. Based on Uiese as^rr^ns, we 
expect eamings-p^-^are to ri^ from $3.71 this year to $4.69 in 2008 (+26%) and $5.91 in 2009 (+;^%). 
Tl^ earnings iever^e in 2009 reflects the return to a mote norm^ yield curve and success^l execution of 
our operating plans. These projections would have us reacting 1 9% and a 50% qjetating efficiency 

ratio in ^>09. Earnings per share growth prelections are strong in 2008 and 2009, Mnging the average 
over CHjr five-year planting cycle to 13%. TTiese numbers show that we can reach our five-year i^an 
finandal targds if the yield curve returns to normal lev^. 

Vtte also tested the financial laojections again^ other scenarios. A tough scenario for us Nvould be Uie 
continuation of a flat yi^ curve and a weak housing marlcet. Using these a^um^ions. our eantings-per- 
share vt^ukj be $4.29 in 2008 (+19%) and $5.22 in 2009 (+22%). Overthe five-yesr planning tyde, tiris 
vrould re^it in EPS growth of 10%, v\4rich is at the low end of our dout^e-digit target. At the ^ the 
period, ROCE wCKJid be 15%, and in 2009 our efficterKy ratio would be at 52%. These results woifld be 
disappointing, Uit not too off our flnandai targ^. 

We did run a scenario for a return to (he tow interest rates and very steep yield curve enjoyed in 2003. 
Suffice it to say, ffre earnings power of the company would be huge, if we ever have tills oji^rtunfly again, 
we would wodc hard to offset the current earnings investments f<x the future. 

An tinportant eluent of the plan is limiting expense gitwlh and achieving positive operating leverage. Our 
long-term goal is to drive revenue growth at twice tiie rate of expense grcM4h. In 2008, we expect revenues 
to grow by 10% wtih expenses growing at 2%. In 2009, an improving yield curve, we eiqiect revenues 
to grow at 12%, with expenses growing at only 6%. 

You vail note in the long-range forecast tii^ we are optimizing capital by redudng the tangible common 
equity ratio to 4.7%. As noted above, B of A Is lowering their tangible common equity ratio to 3.8% witii the 
La Sale transaction. Further leveraging of the tangiWe contHnon equity ratio would improve our return on 
tangible cemmon equfly and EPS growth from what is shown in titis ^an. 


Shareholder Value Creation 

We have created excellent sharehdder value over tiie iorxi term, but there have been many periods when 
we underperformed the S & P 500, In the past, these periods of underperformance have been when 
interest rates were rising and the yield curve v^sinveiled. Examples include 1990, 1994 and 1999. While 
we underperformed the S 8 P 500 in 2X16 ^ thus far in 2007, the magnitude of our stock’s 
underperformance has been much less than in prior periods. 


Period 

WaMu 

S&PSOO 

Underperfonnanee 

1990 

(33%) 

(3%) 

(30%) 

1994 

(27%) 

1% 

(28%) 

1999 

(30%) 

21% 

(51%) 

2006 

9% 

16% 

(6%) 

1007 

(10%) 

1% 

(11%) 

2006-1007 

(1%) 

17% 

(18%) 


We suspect that our stock price held up b^er in the moS recent period because of our dMdend yield, less 
cycBcal earnings, and improving franchise value. For ^campie, our stock is currently (June 1 1 , 2007) priced 
only 8% below its all-time high, whereas in past cyd^ it was not unusual for our stock price to decBne by 
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nrwre than 50% frwn peak to trough. Vtte n<«e tWs because even though we believe our ^arehokJer return 
wttt be superior to the S & P 500 over the ne>d ttwee years, we are unlikely to e5q)erience ttte same 
ovetperformance achieved in past recovery perrCMfe. 

Based on tite longnange financ^^ forecast base-case scenario, we believe we can create ^nicant 
shareholder value. Combtmng 20C© projected eamir^s-per-^are of $5.91 wth a PE. range of 10 to 12 
times on these earnings, results in a stock price target In ttie $59 to $71 range ov^ the next three years. 
When tMs range is crxnUned with our current cBvidend polky of increasing the cash dividend by $.01 per 
quarter, total shareholder return ov«- the next three years could be 1 4% to 20% per year. We e>pect this to 
be better than the S & P 5(X> o\«r this period. 

In the diffioitt scenario of a curve and a stowing housing market ern^r^rrent, the targeted three- 

year stock price range is $52 to $63 using ttte same P/E muKiple assumi^ions of 10 to 12 times. When 
combined with the cash dividend, Mai shareholder return would be 10% to 16% per year. TNs return 
would still be quite attrac&re (the S & P 500 has averaged a 10% return over the past live years). 

Risks to ttie Plan 

• It should be no surprise that we view the greatest risks to the plan as rising interest rates, an 
inverted yield curve, a more significant downturn in housing and a recession. These risks 
can usually be somewhat offsetting. For example, a recession would likely lead to lower 
interest rates and a positively-sloped ^eld cuve. This isnl guarantee, of course, in fact, 
the current environment of slow economic growth, a flat yield curve and declining housing 
market is highly unusual. The scenarios reviev/ed in the long-range tinandal forecast fi-ame 
the risks and Oji^rtunities fairly wett. 

• Another key ri^ is intense competition. Each of our businesses operates in highly 
competitive conditions. In general, this competition is more predictaiide in retail banking, 
commeroial real estate and card services, where there are a few large players. Each of 
these competitors needs to earn satisfadory lafums and they tend to behave in a rational 
manner. This has generally resulted in staUe, less cyclical conditions for these businesses. 

• At the other end of Ure spectnjm is mortgage banlOng, where barriers to entry are iow and 
competitors appear eager to shoot th^selves in the foot by holding on to excess capac% 
and under-pricing their produces at this point in the cycle. We vtrere hopeful that the probiems 
in sub-prime lending would lead to improved market conditions. But many of the sub-prime 
players were bought by hedge funds. Wall Street players and private equity firms, it appears 
that most sub-prime originators are not earning satisfactory returns; however they are ^ow to 
remove excess capacity. 

• Another key risk would be our ability to find suitable risk-adjusted return assets for our 
balance sheet and to fully deploy our capttal. As noted elsewhere in this document, credit 
spreads are very tight and it Is challenging to find acceptable assets. If tight credit spreads 
were to continue for an indefinite period, we would need to consider leveraging our tangible 
common equity well beyond the 4.7% level assumed in the tong-rar>ge forecast. 

• I am concerned that an asset price buUHe is growing, which could deflate at any time. I don’t 
think anyone fully understands what would happen if there were to be a massive unwinding 
on a worldwide basis. Implications to consider include inflation, econorruc growth, credit 
sixeads and asset quality. My hunch is that hedge funds, W^l Street, capital marl^ets- 
focused banks and private equity firms would be the most impacted. I think WaMu would be 
relatively well off, but the collateral d^age could be significant. 

• I continue to be concerned about retal banking growth slowing. Our business model reqiares 
^rong household growth, vrfrich primarily comes from our Free Checking product. 

Regulatory or Congressional action irr^^icting consumer fees could severely hurt our model. 
Competition or new product breakthroughs could be challenging. For examine, Capital One 
just announced a new debit card which seeks to sever the traditional link between a debit 
card and core checking accounts. 

• Normally, I comment on the risks associated vsith achieving necessary productivity 
improvements. This continues to be a risk; however I am very pleased with our management 
team’s oversight of productivRy Initiatives, including the key productK/ity tools of outsourcing 
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and operational excellence standaids, which have both become core competencies of the 
company. 

• There is also a risk that a shareholder group or some other thiid-party entity could 
attempt to disrupt execution of our As a result of a very difficuit interest rate 
environment, we have been unable to defiver ^rong returns to shareholders over the past 
three years. This performance has not been unexpected and has also ocojired on many 
occasions in the past when rates were against us. We believe we are heading into a period 
of improved earnings and, hopefully, price performance. However, changes in 
corporate governance, such as annual director elections, increased ^areholder resolutions, 
and the support of groups ^ch as ISS for dissident proposals has shihed some power from 
the board room to large inslHutionat ovmers. Hedge fund activists, who typically buy small 
amounts of a company's stock, have fcHind that they can force boards to consider a sale or 
restructuring transaction. TTris was recently done to ABN AMRO and there is reportedly a 
current action at SunTrust and TD Amerifrade. Hedge Funds run in packs and go wrirerever 
there is some action taking place. Suc^ss at SunTrust or another cc^pany would 
embr^en them to target other compartes where they believe a sale would result in a short- 
term gain. 


Strategic lnitiati\res Adopted in 2006 

We made a number of key changes to our strate^ plan la^ year 

• We decided to sell mortgage servidrtg rights for government loans and out-of- focrtprint fixed- 
rate loans. The target was to sell about 25% of the portfolio and reduce MSRs lo 25% of 
stocldioiders' equity. We did crxniitete the $2.5 billion sale of MSRs to W^ls Fargo. This 
accomplished the desired objectives and allowed us to reduce M8R hedging costs as well as 
operating costs because the Milwaukee servicing center was sokJ as part of the transaction. 

• We sold our mutual fund asset management company. This operation was not strategic arKi 
had high operating costs in relation to its revenue capabilities. The sale was made to 
Principal Financial for $740 mUlion. This was a very fun price and the gain-on-sale facilitated 
the acceleration of our productivity initiatives. 

• We accelerated our productivity initiatives by relocating staff frrxn tugh-cost centers to lower- 
cost domestic and offshore centers. Because of a declining mortgage market, we also 
reduced capacity in the Home Loans Group and closed 79 underperforming Retail Banidng 
financial centers. In total, we reduced FTEsby 10,000, or approximately 16% of our work 
force, In 2006. 

• We adopted a new Home Loans strategy aimed at reducing the sale and servicing of low- 
margin commoditized products and empha^ing higher risk-adjusted return products such as 
home equity, option ARMs, sub-prime loans and AltA loans. The Home Loans Group has 
reduced costs, sold non-strateglc MSRs (noted above), exiled correspondent lending, and 
built capabilities in the higher risk-adjusted return product categories. 

• We decided to <^imize capital management by aggressively repurchasing cwnmon stock 
and issuing lower-cost hybrid securtties. Since March 2006, we have purchased $5.5 tuition 
of common slock and issued $3.3 billion of hybrid securities. 

• We decided to protect our multi-fantf y franchise in California and purchased Commercial 
Capital Bancorp. This acquisition was successful in protecting and growing our market share 
in California. The transaction has thus far met our financial targets. 

• We decided to remix the balance sheet to higher-risk adjusted return assets. Due to 
uncertainty in the sub-prime market, we deferred growing this residential portfolio. We did 
continue to grow the home equity, cwnmercial real estate and credll card portfdios. We also 
helped remix the balance sheet by selfing about $22 billion of low-margin securities and 
intermediate term mortgages in late 2006 and early 2007. 


New Strategic initiatives for 2008 
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The fdlowing are the key areas of str^egte focus th^ we are recommending for 2008. Because caisp 
executkm of the cxjrret^ plan is essential, we are not reo^mtending as many changes as we did la^ year. 

• Begin prudently growing our balance sheet once again. Because of a flat yield curve and 
very tight credit spreads over the past 12 months, we chose to linrA balance sheet growth. 
However, this tack of balance sheet growttt is pladng ixessure on our efficiency ratio and 
earnings per share. White it Is impos^We to predict when the yield curve will change and 
credit spreads wilt widen to more ncnmal lev^s, we believe we should start growing the 
balance sheet in the second half of tffis year. We will start slowly and acc^erate growth if 
yield spreads widen and the yield curve improves. To accomji^ish this, we will hold more of 
our sub-prime onginations, hold virtually all of our home equity originations, hoid more of our 
Option ARM and multi-family ori^nations, and look for opportunities to purchase loan 
packages and securities. 

• Make progress in optimizing our capital structure. This is a “mu^-do.” We have far too 
much capital in relation to the credit, interest rate and curating risks inherent in our 
Ixjsiness. At this time, based on our economic capital models, we currently have 
approximately $7 liHiNon of ^rptus economic capital. This suri^us makes us a target for 
acquisition, it vrould be easy f<^ an acquirer to strip this surplus to help pay for the 
acquisition. And we know how easy it wK>uid be because we did it very effectively with 
Pix>\ndian. For our cai^a] to be optimized, we likely need to do a cc^nffination of ^are 
re^Hirc^ases, new issuances of hybrid preferred, grovyth of higher-risk adjusted return assets 
and possiUe acquisitions. We will work with the regulators and rating agencies in explaining 
why this makes sense and how the instRution will still be very well capitalized. 

• improve Home Loans Group profitabHity in 2008. We made significant changes to the 
Honne Loans strategy in 2006 and we are executing well on those initiatives. Hcwrever, the 
financial results continue to be very poor and we simply can’t devote the amount of cap^al 
and expenses without benefiting from an adequate return. There is no way to achieve our 
EPS growth, ROCE, and operatirrg efficiency tai^ets without a strong return from this 
business line. Yes, the current operating enWonment is very difficult, but we cannot that 
deter us. Be^-in-Ciass operators vnll earn iow-fo-mid-teens return on equity in tffis 
challenging environment. 

• Optimize the retail banking network. We have widely varying perfonnance within the retail 
banking network. While overall returns are excellent, we have too many underperforming 
stores. We recognized this as a problem a couple of years ago and ultimately dosed 79 
underperfooning stores in 2006. We freed to complete the work and make decisions about 
building or exiting certain markets. Acquisitions wilt need to be considered as well. 

• Continue to strive for top4ier customer service. Our scores are good and near the top of 
our industry, in banking today, Wachovia and WaMu go back and forth, vying for the top 
spot. And, other than WaMu, no other bank is rated in the top 26 of Business Week's ranking 
of service providers. We will continue to stiive to break out of the pack and rival the top non- 
bank service companies. 

« Prudently Seek Diversifying and Extending Acquisitions. As I mentioned above, we will 
need to Keep searching for opportunities to extend our current businesses or add 
complementary businesses through acquisitions. Our priorities include bank branch 
expansion, new asset categories that can be delivered through our retail stores and other 
distribution channels (e.g., auto loans) and crxnpanies that help with our balance sheet 
diversification. 


Key Business Initiatives 

« Retail Banking is our largest and most profitaUe business line. The key strategies for 2008 
indude growing our customer base by 1 mHlion, growing net checking accounts by 1.5 
million, increasing the cross-sale ratio to 7.0, improving customer service scores, improving 
the performance of or dosing undemerforming stores, opening 150 new stores, and limiting 
expense growth to about half of revenue growth. We exped modest growth in deposits In 
2008 as we continue to manage depodt cods very carefully vrithin a chaHer^ging interest rate 
environment. We will expand small business banking with 1 .000 trained specialists. We will 
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al&o expand our WM Financi^ S^vices activities with the addition of 200 financial 
consultants in 2CK>8. 

• We have had terrific success CNiginating new checking accounts via the Internet. Over 
the past 12 months, we originated about 310,000 net new accounts which represent roughly 
23% of tot^ net new checlung a<xx)unts. We are broadening our online product offerings to 
include savings, CDs, money market and interest-bearing cheddng accounts. We expect 
continued good gnjwth here, but challenges center on increased competition and pricang 
conflicts with our retail banking stores. 

• Fit>m a finanda! standpoint, we expect Retail Banking to earn $2.^ billion in 2008, up 16% 
from 2007’s record performance. We expect the efficiency ratio to improve to -54% and the 
return on tangiWe equity (ROTE) to reach 25% in 2008. In shcxt, we plan to continue to 
execute a htghly-successful strategy of driving in new households with Free Checking and 
cross selling produds and services to each customer. We will strive to reduce the number of 
undeiperfcHTDing stores, especially those opened in markets such as Chicago, Atlanta, 
Denver, and Phoenix during the 2003 to 2005 period. Generally, de novo markets are 
struggling, v^ile markets entered through acquisitions are doing well. California continues to 
be extraordinarily pwofitaWe and new stores In this market tyfrically produce superior returns. 

• Card Services is our second most profitabte business. The acquisition of Providian was a 
home run in that it provided business diversffication, {presented a new product line for our 
rotail bantung customers, was integrated very well and its financial results have thus far 
exceeded ail of our taigets. Key strategies for 2008 indude increasing managed receivaNes 
by 12%, opening 3.5 million new card accounts (ofvstilch 1.0 million are expected to be for 
WaMu retail banking customers) and maintaining a risk-adjusted rotum on managed 
receivables of 10%. 

• From a financial standpoint, we expect Card Services to report net income of $860 million, up 
8% from 2007’s very strong performance, in 2008, the efficiency ratio should be 
approximately 30% and the ROTE should be about 53%. In short. Card Services vsrill 
continue to leverage the WaMu retail customer base and grow its direct mail and partnership 
channels. Our managed receivades growth in 2008 should be one of the best in the 
industry. 

• The Commercial Group is our third most profitable business. The key strategies in 2008 
are to lev^ge the highly-effident o^ination piatfonrr and increase loan originations by 17% 
by adding loan consultants in key m^or markets. California and New York continue to be the 
dominant markets, but we see o^^rtunities to expand in several other metropolitan markets. 

• From a financial standpoint, in 2008 we expect the Commercial Group to earn $403 million, 
up 1 1 % from 2007. The effidency ratio should be approximately 33% and the ROTE should 

about 17%. In short, the Commercial Group will leverage a highfy-effective platform 
developed for multi-family lendii^ and extend that platform to other classes of small 
commercial real estate loans. They will strive to grow their leading national martcel share fw 
all product categories even as new competitors, such as Countrywide, try to grab market 
share. 

• Home Loans is a large and important business, but at this point in the cycle. It Is 
unprofitable. The key strategy for 2008 is to execute on the revised strategy adopted in 
2006. This v^ll require continued improvemertts in efficiency, including completion of the new 
loan origination platform, SIM. and increasing the use of undervmting automation. We 
expect our MSR hedging costs to improve with the adoption of OAS valuation. We need to 
optimize the sub-prime and prime distribution channels with particular emprfiasis on grovring 
the retail banking, home loan center and consumer direct channels. We also expect to 
portfolio more of Home Loan's ordinations in 2008, including the new Mortgage Pius product. 
We will continue to emphasize higher-risk adjusted return products such as home equity, 
sub-prime first mortgages, AltA mortgages and proprietary products such as Mortgage Plus. 

• From a financial standpoint, we expect Home Loans to earn approximately $400 million in 
2008, up from a loss of $28 million In 2007. The efficiency r^tio Is projerted to be 67% and 
the ROTE to be 12.1% In 2008. In short. Home Loans has a huge number of initiatives under 
way which need to be completed. We are making progress In improving efficiency, but we 
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need improved gain-on-sale margins and the tniilding of mote loans in the portfolio in order to 
achieve our targeted returns on capSs^. 


People Initiatives 

We wcwked very hard to build a man^ement team capaWe of leading WaMu to the next level. Over a five- 
year period, Vie replaced the majority of oiv executive and senior leaders. I believe the new team reflets a 
good balance of longer-tenured Warmdians and those with work e>^riences at large financial savices 
companies. When we first brought tifc team together, there were c»nc»ms that we were mosring away 
fi-om the “(AJ’ WaMu culture and yet there were others who believed vie were not moving fast enough. 
Today, those rtoises have mucii s^ed down and the corrtHned teams are btJding the new W^u. 

Our leader^ip dev^opment initi^ives are paymg off with nearly 80% of our senior-fevel portions being 
fiSed from within, up from 50% a few years ago. Ihe formal talent man^ement process has become 
institutionalized and tiie Exer^e Comn^ee rotAnely worics on ktentif^ng Mgh-potential talent and 
oaring th^ talent ever-expanding roles of responsfixlity. 

Over tiie past 12 months, we reduced staffing by 10,000. We worried th^ this reduc^n would take a toll 
on mor^, engaganent, and the practicing of the WaMu values. Hov«v^, we have been very pleased 
wtm the resufis of the latest aU-employee survey. An knpressive 88% of our enrqiioyees responded to the 
survey, up from 73% a year ago. Our employee-engagement index increased to 73%. up from 64% last 
year. Our overall values index increased to 81%, from 74% a year ago. And of ^)eci^ note was the 
large Jwiip in the fair, caring and human values scores. 

On the chafier^ front, Seattle continues to be a c^ficuit place to recmit lop performers. ITiis is e^claliy 
the case for peo(^ vwfrr capital markets and other sophisticated financial skiKs. Many peofHe just don't 
want to risk coming to a place where there are br^ed employmenl opportunities. Another challenge is 
atfracting and retainirtg diverse executive-lev^ employees. We have a number of initi^ives under way, but 
Vie need to make more progress. FinaBy, our pay programs are not producing targeted awards because 
our ^ock has not performed wel over the pa^ three years. We expect this to take care of itself as our (ixice 
peifrxms better, but tNs is an issue at Uiis &ne. 
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m Washington Mutual 


June 1, 

:KI05 

TO: 

Board of Directors 

FROM: 

Kerry Killinger 

RE: 

Strategic Direction 


bitroduction 

We expect 2005 to be a reasonably good year. DesprlemanyioundsofbghteningbytheFederalReserve 
and a severe battening oftoe yield curve, we have g^momentan In a number of seas. TheenormoiB 
efforts putforth by otpen^toyeestoreducecasisoyerbie past IS months are paying oR. Addibonally.we 
are benetifing from continued strong credit petfbrmaice, excebent asset generabrrn in vvtu% al product 
areas, and continued ^owih (dour customer base. Wh9e we would characterize 2005 as a below bend 
Bne year, due to the impact (d rising interest rates, it appears earrsngs w9 reach approximate S3.5 blHon 
or $3.60 per share, up from $2.9 brlian, or $3.26 per share, in 2004. 

We continue to see excellent longdenn growth oppcrtunities forour key business lines of retail banking, 
mortgage banking, mulbfamSy lenrtng and sub-p^ residential lending. With the addrSon of Providian in 
the tourth quarter, we wSI add one more business Ine with good tong-temr growth prospects and a positive 
ingiact on our balance sheet's risk/retum position. AswerTrscussedlastyear, oursbategytoreachof 
these businesses is to become a law.cost producer so we are in position to oiler excellent value to our 
customers. We also noted that our top pri^ was to be intemaSy focused on bnpiovingoperabons, 
regulatory compliance and management controls. We have made substanbal progress and we wit 
continue this focus for the foreseeable future. However, we now believe R is appropriate to balance growth 
with Improving internal operations for al of our business urvts, including the mortgage banking unR which 
required a special focus over the past year. We wiadrbess growth opportunRieswhRe staying mindful of 
the risks of an inlaled housing market 

Risks associated with near-temi petfomrance center on the impact of rising short-term interest rates, a 
battersng yield curve and competitive pressures in the retail batrbung and mortgage banking segments. 
Inbated housing prices pose an intermediate-term risk as asset quality wri Ikely deteriorate, thereby posing 
both bnandal and reputation risks. 
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Our tnission is Id cre^ the nrAon’s leading retailer of financtid senrices ftir consumers and sm^ 
businesses. This wiH be achieved by providing products and services which oiler ^eatvdue and hieodly 
service (0 our customers, by atating and retaning the best and brightest employees in rxir industry aid 
by helping our comnunilies prosper. We ate conlideiit tha we wit achieve our mission, thereby cr^ng 
sigiubcantlong-teim value lor our shareholders. 

Long-Term Objectives 

Financial olives for ow hve-yea plan eiKbng December 31 , 2009 include the foOowing: 

• Earnings per shave growth- double digh 

• R^wn on equity -Mgh teens 

• NoTHieifennir^ asset (tvided by assets -<1.0% 

• Opei^hg^Mency-<50%,trendinglo4S%^theendoftheperiod 

• Tanpile eqiityiMded by tan^ble assets- >5.5% 

The increase in the tangible equity to tangible asset ratio reflects lie addta of the ProviiSan business as 
wel as the increase in our holding^ of subiirime mortgages. We beteve achieving these finanjalt^ets 
consistently over the hve-yea period will place ou' peribrmance in the upper quarlle of major Inandal 
insMons. 


Desple the current clialen^ interest rate environment we expect to exceed the long-term financial 
targ^ in the areas of eamings-per-stiare growOi, non-performing assets divkied by assets, and 
mainMng tangible eqinty above 5.5% of assets In 2005. Our 2005 return on eqi^ is expected to be 
below our tong-term ta^ of toe high teens. This is a result (d rising shortterm interesi rales and a 
corresponding betow-nomial net interest margin. We simlarty expect our operating effiiriency rafio to be 
above the 50% tong-term target due to the impact of tow^-than-normal net interest margin on our 
revenues. 

Stock Price Performance 

Our shareholders have received stqieriar total returns over the past three-, five-, ten-. IS-, and 22-year 
periods. However, we underperformed toe S&P 500 over the past 12 months. 


AiwwHfaMd StwhaWtf Return* (endfng 3/31/05) 

WUStf 509 
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7% 
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3% 
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Oi» beto#«ierage perfbmiance o\wtlie past 12 twinttis is consisSenf wilh teWve petfoniWKe in past 
I»fio(bwl»nttBFetletalRBseree was inctea^ interest rales. Genet^, we perform bed when short- 
term intaest rates are stable to decStiing and tend to under perform when short-tarn Interest rates ae 
rising. Our paformance over foe ptet 12 months was dso negativdy inf acted by our own chaflenges In 
foe mortgage banking area, espe^ly wifo foe volaSty created in Ihe second ((uarter cd last year by our 
mortgage servicing rights ^SR). 

Orr stock is ctnenSy seffing at about 1 1.5 tones foe median of Stred earnings estimales for 2005 

earrringspershtoe. 1NsP£rdio is ^proximately two points Ngherfoai we had two years ago. Itls 
ptemature to conclude how much rdtte P/E ratio expansion wU remain when the interest rde cycle turns 
and ow earrings expand, but it appears we have made srdne pro^^ to commurdcating the strengths and 
fongrtermgrowth (dour non-mot^^ banking businesses. We believe that foe more investors focus on 
our retal ^ commercial businesses. Ore bettor Mhood we wl have of a permanent revduation of our 
P/E rato>. We are opindsto; that foe aclions we are reconvnending on reducing MSRexposwe, as wdl as 
the Providian acqubiton, wM support Ore trend toward a higher sustanable P£ for foe Company. 

Long-Term Value Creation 

We beieve the successftd exectiOon of our five-yea plan could result in superior creation of long-term 
value for our shareholdas. Oa forecast suggests tha earnings pa share coidd increase to $6.95 pa 
share tqr 2009. Thae are marry variables beyond oa control which could inlluence actual results, butthis 
leveitd'earrkigs is a reasonable possiUtly if we successfully execute oa plan. Assuming a corrtoruatom of 
our cunent (fividend payout policy (45% payout rate and tteguerrt increases) and assuming we achierre 
earttorgs pa share of $6.95 by 2009, total shareholda rehmr could erureed 1 5% pa yea for the 6ve-yea 
period ending h 2009. Fa example, a PIE rotor of ten tones earnings of $6.95 in 2009 would resut in a 
stock (nice of $69.50. This, combined with assumed cash rSvtdends of roughly $11 for foe five-yea period, 
producesa total annual shareholda return of 15%. Increasing the temrinal P/E rator to 12 bmesrmi 
increase ltre total return to roughly 18% pa yea. 

The intrinsic value of oa retail banking franchise is toely to increase. There is significant scarchy vdue to 
a highly provable retattfanclrlse In frigir-growfo regions of foe country. Itwoutdbeverychfficult ifnol 
impassite, to create, (made novo basis, the franchise we have developed. Wealsoseegreatffanchise 
value in what we are ikely to create In oa otha business fees of mortgage banking, mulli-famly tending, 
subfiime lending and crerfit cards. 

Operatiiig Environmeat 

The economy continues to experience moderate ^trwfo and modest inflation. There is great debate 
amongst economists whetha foe economy wili confnue this pace of growth a if a slowdown is Inerritable. 
There appea to be rotating concerns of rising enagy prices, rismg commodity prices, budget deflcHs, trade 
deffoils, (tola voteWy and extended consuma speriding winch ae limiflng most gro^ projections. 

The macro factor that troubles us the most is foe rtgrldescalaflon In housing prices. Wearecurrenfly 
experiencing foe most speculative housing market we have seen in many decades. Reports from nany 
areas of foe county confirm rampant specultoion. FOr example, we are seeing mulfple bids on houses, 
increasing purchases by novice investors, speculative financing techniques, 'day trading' of propales, 
lotleties and wailing Bsts for new projects and discussions of real estate being foe topic de jour at most 
social ftotclons. 
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The Ikely outcome of this specid^n couM raige from 9 prolonged period of Me or no housing price 
increases to a more severe price decline. As housing is primsily Invaded by loc^supptir and demand, 
weexpectlteoutconntobequtteMrentbomcammui%tocommundy. And Ihe severity of any 
correction wil be nnpacted by die general levd of interest rstes and overal econoinc activity. 

Whatever the exact outcome, it is IdgNy Hrdy that housing wH not be a sbmulant to the econwgr smd could 
easHy become a sigdiicaitr^ on consumer conlidence and consumer spenrSng. TMsreintoicesVie 
case fw modest economic growth over the next two yeas or so. 

We mrpect Vie Fed to modestty increase interest rates over ttrebdivice of 2005. TheFed hasakeady 
increased stxxt-temirtdestiom1% to 3% over the past two yeas. It is iVcely that rates viAl move iqi into 
the 3.5% (plus or rnnus) range b^xe the end of the year. Wide it is impossible to predict, a reasrinabto 
case can be made Viat we are getting closer to the top of shortterm interest rdes. Some «xmomisls are 
forecasVng that the Fed wl be done Vghtening tor ttVs cycle before Vie end <d this year. 

Long-tom intoest redes appear to be In a tacGng range of 3 %% tod %%. Baring unexpected inVaVrm 
news, this trarVng range Ml probably contnue over the next year. Wlh the Fed increasing short-term 
intered rates and with long-^ rdes remaining in a fairty narrow range, the yield curve is expected to 
conVnuetotlallea A Vat yield curve negaVvelybnpacts our net imerestmo^ and wnikdysNft 
production volume Vom ARMS to Vxedrate riwrtg^. 

Federal Legislidion 

We do not atVcipde new federal legislalion that wilmatefiatyimpaci our business. WertoexpectGSE 
legistoion to be passed life year which wH create a new regulator tor Fannie Mae, Freddie Mac and the 
Federal Home Loan Banks. WebelieveitisunBrelythattherewllbesignificantchangesinhaWthe 
mortgage market functions as a resutt of this legislaVon, but we w9l continue to monitor the situation 
clos^. 

Accounting 

We do not anCcfede m^or accounVng pronouncements over the next 12 monlhs which wB materisly 
impact our busitiess. h wB be Interesting to see if the new SEC Chainnanvrill delay the expensing of stock 
options. 

Competition 

CompeVlian is intense in each of our business Enes. In ratal banking, the consumer market has become 
thefocusatmostcommercialbanks. OurtopcompetitorsatBofA, Weis, Chase, WachoviaandOVgroup 
are dl opening large numbers of new brandies, increasing their markeVng budgets and have made positive 
Improvements in thek service levels. However, there are signs of a slowdown in depositot fee income and 
dr^sit growth feral of these banks. It is possible that some of these compeVtors may decide to 
deemphastze branch openingsastheirbusiness models and (new) branch cost structures may not work 
writh lower levels of depositor fee income and deposit growth. We world not be surprised to see fewer 
branch operungs than what has atready been announced. However, we wil not be con^acent about ihe 
level of congreVton we expect to experience. 
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In mortgage banking, Coutttywide is extraordinaily ag^essive in Iheir quest to increase market share. 

They ate the most aggressive tecnriier of personne! and ^pear to be investing huge sums In expulsion 
activittes. They have spedScaHytargMWM personnel and have been very generous in their pay 
package They cmoilly have the advanta^rrf stable operating plattimts, broad product inward a 
wffingnesSio spend My. We are better positoned today than we were a yea ago, but we need to 
complete our systems mtegralions before we wifl be My compebtive. Our sbver lining is that Countrywide 
is attempbrq to expard on a nutifoer of Ironts and is bectxnirtg arogait in assessing M own ctgrabWes. 
We have seen many conqranies miss <m executiott when anrogance takes hold. 

Mortgage compArs also inckide Wells, B of A, Chase and a host of second Her players. WhHe forportant, 
the mortgage business IS a relab^smd portion of their business portfolio. These competHoisae being 
siAcienlly ratonal and are focusing on higher margin products such as home eqtdty, Med 
documeittatk>n,sid>i)time aid various niche loan propams. ProftabHIyiscun^we^inbaMonallS- 
and SB-year Rioed r^ mortgages. 

ThemullHaiTdynBriietlsdorninatedbyWaMuandahostofcornmun%banksaroundthecouniry. We 
conliniie to have the unique posibon of having a large, NghlyelScienI national lending plaMorm. Weexped 
a ma^ bank to one day challenge oir positfon, but so far we are in the dear lead. 

^biirimeresideniial lending is a rapidly growing segment of the mortgage fodustry. Siriiqirime loans 
account for about t0% of al mortgage loans originated and the growth rale is mote than 50% faster thai 
the overab mortgage marttet Am^uest is the top lender with 15% market share. Other key compebtors 
include Option One. Countrywhfo and New Century. It appears that WaMu is very web posiboned to ^ow 
mariret share due Id our low cost structure and strong capital posiboa AmeriquedmaybevulneraUedue 
to Med capital and Its invesigabon and settlement liscusslons wbh the Alltmy Gerierals of 25 stales. 
We are balancing the enormous opportunity we see in expanrbng our Long Beach business wHh the variety 
(ri rides - credit legaL rMatary and reputation - this business brings. 

Where Providiaai focuses its attention, the largest compebtors for the niddleHnaiket prime and near-prime 
segments are Capital One and J. P. Morgan Chase, ^vidian conbnues to have a strong position in these 
segments, but we expect more players to emphasize bbs business fne. In the prime and super-prime 
segments, Providian has the opportunity to increase its position as we provide lower tiinrbng costs which 
can be passed on to consuners in compebtive prichig. 

In addition to traditional players, INC Direct aid EmMit Direct ae securing significant maket share in 
money market accounts through their Internet olferings. We also notolha Countrywide Bank has gsined 
signif cant deposits by tagebng the seniors maket wii Ngh-rate bme deposils maketed throu^ non-IM 
branch kiosks in selected home loan centers. Coinriryi^ has just launched an irvbalive to extend this 
approach to the smal business makel We are reviewing altemabves for countering these compebtors. 

Regulatoiy 

We expect the regtbatory environment to be relabvely stable to the coming yea. The bnaidal health of 
nearly ai banks is excelent and there should be relabveiyfow problem banks. WearecaefuByrnoniloting 
chaigesatheOTS. OTS Director GillerBJ has resigned and accepted the position of Presidenl/CEO of 
the Federal Home Loan Bank of Sealbe. Wearehr^fulthafanewrfirectorwibbequlcldyconbmiedand 
there wB be leadership stabIHy. bis vital to WaMutha we have a strong regulator who wib keep igrwibi 


5 


Confidential Treatment Requested By JPMC 


JPMC/WM - 0640 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00359 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


348 


the comfdexHies (^ourcompaqr and resiM on a basis which wl alow us lo be My GompetWve with the 
1^ cotranesciai barics. 

We believe the bnptenienbbon of Basel it, currently scheduted for 200S, will have a sigritcant impact on 
Ihe banking industry, Basel II will cie^ a level playing held for assessii^credt, market and op«aling risk 
br large baidts. Oiapieta'nsy work suggests that our low crerht and market risk pn^wn show fliat we 
could Operate on slgidScaidly less coital. We befieve regidators wH find it dHlladt to simply slow baidts to 
reduce their cafM levels. Lli^.dteywil do this by mantainingminhmni levelled crgri^raBos, 
regardlessolwhatBasellltegulies. This wn lead most bate, including WaMu, to opiiiikte their asset 
aNocteion by reducing low crett risk assets such as prime residentd loans and Increasing assets whh 
Mgher risk weighing. Our approach to Provkhan, in some respects, was guided by Ms dynani;. Itwllbe 
crifcte di^ ov legidatois ^ 1 % the same staidards to Washirigton Midual as those to competeors 

such as CiSgroi 4 ),J.P.Mor^Cltee and HSBC. Unfair treatment would expose is to the risk rd a ststor 
buying us on the cheap and using our excess capital to help pay tor it 

Financials 

The pr^ninaiy gnandai plan tor the balance of 2005 and 2006 incorporates the slr^gies simtmarized 
below; 


• Based on otuassrunplion of conSnued Fed funds increases and a hat yield cunre over the balance 
of the yea-, it appears that earnings wOl be appronrately $3.3 hWon or S3.60 per shtee in 2005. It 
is possible that earnings could be ig> to $0.30 per share higher In 2005 If the very favorable MSR 
perfbnnanceoftheflrstfourmongisoflheyeaweretoconlinueoverthebalsnceoftheyear. The 
primary tmiter on earnings in 2005 Is the net interest margin, which Is anticgrated to aver^ 
2.71% tor toe yea. This pet Interest magin is wed below our esSmatednoimaized margin of 
2.90% to2.95% (pre-Provirian). A nornMized magin would produce about $7S0M In increased 
netlntsrestinconKOverthatcunenllyassumedtor2005. THs would add about $.50 per share to 
earnings. 

• Fa 2006, owprelminaiy estimate is Vtat earnings should increase to about $4.1 billion a $4.01 
pershare. TNs assumes a net inteiestmar^ of 2.90%, renecSng both toe positive impact of 
ProvirOan on oa margins, and the continung neg^ impact of rising shorkterm interest rates in 
2006. It is noted thaow net interest magin should rise in appioxhnately three to toa quartets, 
foBowingthecessaionofincteasesinshott4etmlnteresttates. At some point in the future, be it 
2006 a 2007, we expect accetecaOon in net interest income and a conesponding inctease in 
earnings. 

• While torecasts beyond 2006 ate problematic, we ate cau5ouslyoplimis5c that eanings could 
perform weln 2007 and beyond. Oalong.raige forecast suggests earnings per share to 2007 
rising to $4.79, followed by Increases to $5.72 in 2008 and $6.95 in 2009. Interest rates, the 
economy, housing markets and many other vaMiles wl heavily toduence actual resuhs. Ba we 
are conidenl that toe basic business model can work if executed properiy. 
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Capital Management and Cash Dividend Policy 

Our c^itai depioynient ^tonalives aie to r^um capitcd through cash dividends and share repurchases, to 
sitopot growth of the balance sheet and to make selectlyeacqusitions. Weexpecttogenertoenewc^dtai 
in excess of $3.5 biBion this yeer, growing to over $4.3 biiion next year. 

Our lecorrenendation is to maimain our cash divklend poScy, taigettog a 45% payMit rato over the tong 
term and to make hequent, but smaB, tocreases inthecashrividend. We recognize diat the cuireid ca^ 
dividend payout r^ is idm oiv ton94etm target duetotheimpactofa betow-normal n^ totored roatg^. 
ArQusBng tor a normalized net hderesf margin, oir curent annualized dividend of $1 .88 is direcBy in Bne 
wBh a 45% dividend payord raBo. 

Other avenues tor deploying c^Klal are share lepuchases, ^owih of toe balance sheet and selected 
^uisiBons. We wiflcontnue to prioritize capita ailocatton by toe highest internal rate of r^um on 
tovestment Cwrendy, share repirrchaseatthe $40 level provides an Memal tats of tehancd 
attoronmately 16%. We bench mark asset returns off of tixs altom^ve. For example, we esBm^ that toe 
tisk-adpjstod return for our non-prime residential loan portfolio Is cutrenBy about 24%. However, our cote 
option ARM product cun<^ provides an esBrnatod return of only 1 5%, and Government secut^ 
investotetrtsaretTOvidingreiumsof10%. The folowingaeeslitnaled returns on risk-adjusted capita for 
vaious asset categories based on current ptidng and capital adocaBon. ' 

• Prune credit cards -32% 

• Non-prime crerB cants -25% 

• NonptimetesidenBal loans -24% 

• Non-prime home eqrity loans -23% 

• Prune home equdy loans -22% 

• MrdS-family loans -17% 

• Piimewareliouseloans-17% 

• Share repurchase -16% 

• Prune Opfion ARMS -15% 

• Mortgage-backed securities -12% 

• Government securiBes - 10% 

(1) rwrOCsvrag^usrrdtofertgtVfaMtKSpadfciiw rair i ca fcntiwrte 

As indicated above, II wiB have a profound unpact on how banks manage toek capital. Our 
immediate task is to tiiBy develop our econotiuccaf^ model and to use it to manhour business. We 
have been working on this for a year or so and should be in position to make signiBcauit progress over the 
next 12 months. As we better t^ne our model and ^iproach to capital mmiagement, we willikeiy see 
prime residential mortgages decrease as a percentage of our total balance sheet These assets may 
provhto a marginaBy acceptable return on economic capBal, but wiD not provide an acceptable return on 
capital if a 5.5% leverage capital ratio is mandated by toe rab'ng agencies aid regulators. 

Magins on toe prime Option ARM product have decreased because the secondary market for tois product 
has increased and new competitors have entered toe market For many years, th^ was no secondary 
market fru OpBon ARMs and toe margins were relaBvely high. With Coimtrywide and otoers actively 
involved in secondary markeSng of these loans, marginsare likely to remain pemiaientty li»ver. 
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We beleve our bdance sheet wS need to become increasing Aersified asiay frwn pihne resictenli^ 
loans. Providian te an ftnportant step in this ren» and our hve-ye^ forecast prefects a significant change 
in our balance sheet composilion. The nature asset categories for us to mcrease are home equty bats, 
imdfi-famfiy bans, stnal commercial real estate bans, sub-prime residenfial first mortgages, and credit card 
receivables. It is also possfifiethMaubimble bans would be appropriate for orv balance sheet Inthe 
past we avoided this market because the ca^five finance subsidiaries (tf Ford and General fitetors often 
providedlinancingat irralionaly low rates b order to heb s^l product As Ihese c^tivra and their paretfis 
face r^edfi downgrades, it is prtesbie that the Industry d^amlQ may change. 


The ficlowing ve the key business line strategies we intend to imptement in order to abcompfish ora 2005 
arel2006goate: 

Banking and Financial Services 

• We plan to open upwards of 250 stores m 2005 and we have a prefiminaiy plan to open ^ in 
2006. Vhtoailyan of Ihese stores wil be open to existing markets wfih an etrsihsis on the states 
of Cafiforrfia (45 stores). New YorkiNew Jersey/Cormeclicut (45 stores), Florida (30 stores), Texas 
(20 stores) and Cheago (20 stores). 

• Though aggressive marketing of our Free Chedung products, we wSconfinue to drive new 
customersln. This remains the most eliective way of securing new households. For2006,weare 
targ^ng approximately 720,000 net new retafi checking accouttls and we expect to add W,000 
net new retail households. Our cost to acquhe new checking accounts is cutrenllyabord $75 per 
account Wecan^fotdtopaytbto$200peraccourrt3ndslMachieveour18%intemalrateof 
rehvn on investment threshold. Even though compefitbn is more intense, and we expect per 
account matkefing costs to increase, rare reman confident this is an excellent return on investoterd. 

• Consumer temfingconfinues to grow at a very brisk rate. We wB broaden our disiribulion to 
include sales through our Home Loans unit and we may develop a wholesale distribulion cap^fity. 

We anfiegrate the home equity ban portfbfio wB reach $65 biSon in 2006, with annual originaSons 
of $37 blbn in 2005 and $43 billion in 2006. 

> Small business deposit taking and lending is growing at a very high rate. We arecunteiByadrfing 
accounts at an annualized rate of approximately 170,000. We see the opportunity to leverage this 
much furlher as our markelirrg messages tee conveyed and we improve our operational ability to 
handle small business bans. There is a big opportunity to market Free Checking to small 
businesses. Most of our compefitorswll find it to difiicutt to match our oflers because their cost 
structures are high and they wl be reluctant to give up the fee income they are currently earning 
on these accounts. This Is a similar position we enjoyed a number of years ago when we brought 
Free Checking to individuals. One of the 'upside' benefits of Providian is that it will help us expand 

and accelerate offering credit cards to small businesses, atong with our debit card (dfering to this 
customer segment 

• Ow mutual fond conrgilex confinues to grow and have excellent investment pteformance. Assets 
under management cunenlly total approximately $23 bfflbn. In recent years, nwch of the growth 
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has been through wholesale channdsn^er than sdestlHOu^ our financial centeis. Weaiein 
file process of retxrlng our Sides fstce for both secwfiies and annuilies. Or strategy is to M 
Series 7 representrdives to appraxinatety 400 and to have approximately 1,200 Sries filicensed 
personnel. 


Mortgage Banking 

• In 2004, we refined the mortgage baifidng business mortel by fbcusii^ on geographies where we 
had a r^ presence. We sold off a nunfiier of home low centers in non-strategic areas. Wealso 
aggresshrdy decreased the cost structre of the mortgage unit by reducing approximately 9,000 
Fli&andcomplefingiinpMtaitsystHninteip^^ns. We are very pleased wA the outcome 
these acfivilies. Our cost ts sendee mortgage loans declined by approximately 20%, fitun {69 to 
$65, over the past 12 months. These initiafiveswhfiedifficutt and in some cases painful, have now 
posMoned us to again focus on growmg the business. 

• In order to reduce the impact of iifieiest rate changes on our business, we have accelerM the 
development of Aff-A, government and subptime loan products, as wen as hyhklARMs and other 
prime products, specific^ (or delivery through the retai, wholesale and con^pondent channels. 

By having a wider range of product offerings, we beleve our loan volumes wOl be more sustain^ 
during periods when prime refinancing volumes drop. 

• Ourgoaloverthenext12monthsistoincTeaseotirn^onalmait(etshaieofretailhomeloan 
originators from 8.8% to 10.0%. We are also targeting an increase in the share of originaSons 
throi^h the wholesale channel from 8.6% to 10.0%. We have no martet share goals through fire 
correspondent chsmel We view this channel as low margiri ahd one In which we can easily turn 
on and off as we see fit to manage our level of fitSRs. In order to accomplish our marhtishm 
goals, we plan to add 300 new lomi consultants and open 2$ to 30 new home loar ceifieis In 2006. 

• MSR hedging perfirtmance has been good over the pastthree quartets foflowing poor pertxmance 
in the second quarter of last year. Over fire past three years, filSRperfemnance has been 
excellent and we have earned an approximate 20% return on economic capitaL However, we 
expect MSR hedging costs to increase and we expect the return to decrease in coming years. We 
are also concerned that MSRs are inherenllyvolr^. This increases our quarterly earo^ 
volatility and we befieve it has been detriments to the Company's vSuation. Accordingly, we have 
concluded that we should manage the MSR to an average level of 35% of tangible equity. This 
equates to a reported MSR level which could range between 25% and 45% of tangible equity 
(trending upon where interest rates actually are at any fime. To reduce our MSR portfolio, choices 
mdude selling servicing, stripping out and seffmg an Interest Only security from the MSR cash 
flows, and reducing the amount of servicing capitaSzed on new producSon. Thelowestcost 
aifemafive is the latter. But we are feeing stiff cfirposition from Wens, Chase and others in getting 
the market to accept %% servictng rather than the current '/<%. We wB pursue afi of the abm 
altemafives for reducing the portfbfia. We wil also Bmit our correspondent origin^n aefivifies. 

• Techmfiogy in the morfeage banking area has been a red problem fi>r us over the years. Wenow 
have good stability hr mortgage loan servicing because we are on one operating platform wHh a 
third-party vendor whose costs are shared by mmry large mortgage servicers. Formortgage 
originaSons, however, we are stB going through the process of consoidaSng most loan fulfilment 
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functonsonttwMLCSsyslan. Weshouklhavetitispiocessconiitetetlwithinthenexlfew 
quateis. WMe a sold system, (JR.CS wilt not give us a compstiSve edge. Anunfotton^ 
otdcmne td a consolidatng mortgage banking inchistry is thsd tlM pmty software cotnpaides 
csnnot ^ftxd to develop new loan ori^nation systems because they cannot lay (dl the 
(fevetopmentco^onmuHipletxiyers. As a re^ the top rrwtgt^ players sA operate 
prtpi^ary legacy systems wMch debased on dated technok)^. Ourdemmaisftradwehavean 
old, yet adequate, sohilkxi. If we want to estabteh a comp^itiye edge, we will need to take 

on the rtsk of devkiping a new proprietary system. We tried aid Med atthfe with Optis. 
NatwMy.weaer^uctaittotryitagain. But the sftalegic dilemma remains and we wiB need to 
find a solution. 

• As nrentioned above, ftiere is enormous opportunity to cross sell home equKytoais to mortage 
customers. WhBe we have worked on this for yeas, the next 12 mordhsshc^ be a period rd 
signUicard bteak though. We expect to originate about $7 bHon of home equty loans ftwough INs 
channel hi 2iKK, growing to $1 5 blon in 2007. 

• Washbi;^ Mutual Capital Corp. is ragNdtybeconmg a major (di^erffi the underwribng and 
r&trftMbon of mortgage-related securities. Forthelirstfaamonttsof8gsyea,werankedNo.2 
afaftftmsinthe(ftstributionofmortgage-relatedsecuritiesandNo.1intotalori^iabons. We 
estimate that tlss urdt wl generate tevemre of approximately $75 rriion ttds yea, growing to $1 27 
mffionin2006. We need to caefuBymordtoropa^ng.coiilrol, counter party and trading risks as 
we rauiviq) this unit 


MaHM=am!ly Lending 

> Growth in our multi-tomily tending has been a real success story. We are now the dominant rmdli- 
tomiy lender in the U.S. and have excellent momentum hearftng Into 2006. Oa strategy is to be 
the Iw-cost produca in mutfr-famBy loans by having standaiftzed products processed through oa 
nafionai operations center in Dallas. 

• Overthep3st12months,weesbnMethatthecosttDoriginateamufti-familyloanh3sdecre3sed 
20%. Takingadvantageofoaindusiiylea(ftngcostposilion,weareabletopriceproductsbetter 
than most of our regional and comnunity bark competitors. As a result our oiigirKilions increased 
to approximately $7 bilfion in 2005 and we antkdpate growth to $9 bBTion in 2006. 

• We are currently testing a notee mortgage loan in the New York City market Ourknn»st 
structwe allows us to do this and most (d our ccxnpetitors will have great diflicuttymatclxng us. We 
expect this move to have a negabve krpact on independence Community Bardt New York 
Crimmuruty Bank, and Astoria Federd. AS ofthesekistitubons rely exchtehrely on broker 
wiginaljons tor their muib-tomity loans. 
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Long Beach Mortgage 

• Our managementtean has completed an impressive turnaround at Long Beach ttortgage. 
Trouhted by unacc^rtable undeiwttng controls during the ndddle cd 2003, we asked 
Cr^Chafunanandteamtelixthecon^any. They have done a tremendousjob as reflected in 
hiyitovemeids In (xoducfvih', decreases in regulat^ and intmal control issues, increased 
producVon and enhanced prolitaliSty. 

• Long Beach Mortgap is expected te ori^nate {30 billion of loans this year, jewing to $36 bSion 
in2006. To fanlitate tins gmvfli, we plan to increase account managers by too. WeexpectLong 
Beach to have 6% of the subririme market in 2005, growing to 6% share in 2006. 

• EMs to improve productiyity have decreased Long Beach's loan otiglnteioncostltom1.72K in 
2004to 1.40% in 2005. We brtieve we ate a lovHXist producer n this business and can leverage 
our postlion through pricing and market share gains. 

• Re^flatory and other tetacks on IhesutHptkne mortgage bieiness are Mgh, Our TesponsiHe’ 
lending prindptes, which we adopted several years ago. shorfld put us n good position relatve to 
oflr^competitMS. However, we wil stay abreast of changing rerpiirements and implement ary 
necessary changes. 


• KisimpotlantthatwemakeLongBeachMoitgageasiA^diatyofWasIvngtonMutuaiBank. This 
wH slow us to retain more of the loans originated by Long Beach and reduce tending lequitemetds 
aid conespondingBquidity risks. Our goal is to make Long Beach a subsktary of the Barflc prior to 
theendof2005. Un8 then, we have a iguidity risk which needs to be monitoi^ very carehdy. 
There is cunenly exceilent liquidity in the subffime sector, but as we know tom past cycles, flfls 
can change very rapidly. 

• WeexpecttograduaflyincteasethepercenlageafLongBeachotiginalionsthalwerteainfor 
potfloio. We began tNs process in 2005 by extemflng the time loans remained in the warehouse. 
After Long Beach becomes a subsidiaty of the Bank, we wit have considerable flexiblHy to retan 
loans pennanenlly in porttoTia 

• We ate working on technology and other solulions to be able to offer sub-prime mortgage ptoducts 
through our retail bank distribuflon system. Our goal is to have a seatrdess experience tor our 
customers, where they can secure a ptsne « sub-prime loai through our banking stores and other 
distribuflon channels. 

• In adrfltion to Long Beach originations, we have a purchased porlfbflo of sub-prime bans. This 
portfoio has petformed very wen over the years due to careful underwtiflng and good controls. We 
anfictoate that it will be mote difficult to purch^ loans from other parfles in the futue and, thus, 
we wB rely more on Long Beach originations to saSsfy our portfolio needs. 
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Credit Cards 

• A iii^pn)<lui^sh(Htfal tor us had been credit cants. Providian watransfonn us into a card 
player in one step. We vrill pursue a mne aggressive strategy in cross seting our retaU batddng 
and mortga^ customeis at point of sale and through direct malceing channels. The betA of 
cnedd cards include a key payment and crerbt product for nxist of ow customers aid ptovidng 
balance sheet asset ((versification away torn resideitlid home loans. We plan to lainch a pointed 
s^cie((tcard|m)giamassoon3spr^ablein2006. Weexpecttoacceteiatethegrowdiof 
Providian's business bf offering crerSt cards Id Wrddu customers and by aMng Provhian to oiler 
price compebSve products to prbne and st^er-prime customers due to our lower funduig costs. 

• Our fist priority wdh Providian IS t) support their historic penetrafion in the lower-prime aid near- 
prime segments. Theymarkettothesesegnehtswlthdirectmaluairingsophisfcateddata 
managemerri techni(|ues. 

> AmfiersIrategicinHiativewilbeloroDoutcreditcardsbitheWaMucistomerbaseunderthe 
WaMu brand. This program wH be developed over the balance (d 2005. 

• Widittesuf^ortofoirlowerfuniSngcasts, Providianwaincreasethepenetralionoftheigiper- 
prune customer segment This segment is price sensitive and lower funrfng costs are essetifd In 
order to compete. 

• Overthenext12ffionth$,wewiaanalyzetheappropriatenes$ofmaintaininglheProvk(anbrand 
versus ulHzing the WaMu brand. Our current tNidcing Is to use the WaMulvand In markets where 
we have a reted banking presence. ButwedonotyrihaveaposdiononbiaHfnginnonfDo^nt 
markets. 

Other Strategic Considerations 

• We intend to launch a highly compefthre deposit offering via the Internet Code named VfaMu 
Green,’ we have been devetoping a costef^ve Internet def very capabfity witch is fully 
competiljveimthlNG Direct and should be av^ble this fal. We are sff refining our approach to 
branduig and how we wShamiechanndconlfct within the retail banking stores. Butihe primary 
stralegy Is Id ol^ money market and foie deposdsvia die Jntemm at a SO basis poioL or so, 
premium to the pricing typically oOered by WaMu and other m^r bank competitois. 

• In order for us to aclueve our strategic plan, we need to become a low<ost producer in each of our 
businessines. We need to reduce our op^'ngetfciency ratio to 45% by 2009. To achieve Hus, 
we wi« utiize operaSonal excellence as our key tool throughout the Company. We have 250 
operafonal excellence projects planned for 2005 and expect to maintain this level of projects in 
2006 . With the aid of oper^nalexcelence, we expect to keep expenses unchanged in 2005 
versus 2004, despite opening 250 new banking stores. For 2006 and beyond, our aim is to 
achieve annual improvements in producfvdy which diow for revenue gro^ to double expense 
growth for the organization. 
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• Customer service coflfinues lobe a Mgh priority. Our approach to eiqmving customer seivice is to 
constanby research the factors wMi cu^orr«t5 deem as ctibcai to Mng a posKve WaMu 
experience. We then meastne our petibtmance relative to these customer-cribcal factors, focusing 
our Operabonal Excellence projects on improving underperforming areas and include perfomumce 
of th^ measures in oir pay programs as well as constarrily monitoring be performance metrics. 

• Atbilstime,creditqu^isgood,butweareconcemedth^areducboninhausingpricesc(HM 
impacthihiiecredittrenrteinotrtealestate-securedloats. Wehavehtenbbedanunberofst^s 
to reduce some of this impact Specific steps wV be reviewed with the Board at the Planning 
retreal 


• The acqrbsition of Provirian.^ web as Oder changes in the composiion of our bdance sheet 
resuibng bom be remixing Matives noted above, wil require us to arjjust some of our toiplicit bve- 
year targets around credit perfixmaice. Whbe Providian w9l not immerBately have an impact on 
our 1 % ban debnquency target t win increase the annual rale (ri charged-df loans in the portfoio. 
At be r^at Jim Van^ wB be discussing how we are contemplabng revising oir torg^ 

• tt is possible biat our company would be vakied higher b the equity mattebsV we were a bark 
holding compmiy. Weperiodkabyreviewtheprosandconsofchangingourbankingcharterw 
r^pdering as a bank holding company wbh the Federal Reserve. Arguments in tovor of btis 
itekide being perceived and ctassibed by Wal Street as a bank holding cwieany rather than a 
bulb holding company. Bank holding companies ate typtoaby followed by a rffierentgroito of 
analysts and tend to trade in a higher P/E range over time than thrifts imd mottoage companies. 
The mt^ negabve is brat we would forgo our ^dfalhered status regarding the acquisibon of 
non-inancial businesses. 

• As a result of reduced rnatkebngexperKKutes and poor creative executton. our brrmdpoalion has 
sSpped over bie past year. We are tacking this through tocreased markebng budgets and a 
reorganizadion and change in leadershb of our markebng group, bis important biat we mdniain 
our poslbn of being unique and (Sberent from the other m^ banks, who in recent years have 
abempted to copy our successful approaches. 

• We appear to be In posHion to adequately address bie technology requirmnenls of the organization 
without unusually la^ new investments. Our technology capital budget for 2005 Is $250 milion 
and we expect blis to increase to appiDxbnatoly $300 milKin In 2006. Most cote opetalng 
ptadomis are to good shape and we are in position to be fuIycompelHive. However, as noted 
above, we have yet to find a loan origination system that wil give us a comp^ve edge. 

• We conlnue to abract excelleni talent throughout the organizaSon. The executive and senior 
management tean is much stronger bran a year ago and be pertormance (ri bie team has 
frnproved. We have been very successful in recruibng high talent people to be organizalon. But 
we travel lost good people because bey are higMy sought aller by our compebtois. Thistum 
over is sonebiing we ate addressing birough pay prograns and career devetopmerri programs. 

• We have made substanbal progress in estabishing a complianceconsdencecidtura We expect 
the inprovaients made over the past couple of years to conlnue as we devote nec^sary 
resources and conbnue emphasizing toe importance of complance to our enqtloyees. 


13 


Confidential Treatment Requested By JPMC 


JPMC/WM-0648 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00367 Fmt6601 Stmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


356 


• UnlilProvidian,acqui9lionshadb^ak)werpriorityfbrusover8iep(et11ireeyears. Wehadput 
mostofour resources into wgaricgnwlh. It is likely that more acquisifion(q>pottunWesw9l 
siHfeKe over the next couple of years and we need to be prepared to react acconfingly. Oir 
ottHia have not changed. Acquisitoncanrfidates must med tour measures: 1)nosignicant 
cterK or capital risk; 2) ability to integrate in a timely manner; 3) crxistoterrt wHh ow primary 
stfcdegies; 4) a Ngb teens IRR and accretive to eanvrtgs wthin a short time period. 

• Our comimm%cormgtmetA rentals strong as we execute on our $375 bSion ten-year pledge. 
Cunently.weaiewellaheadofthe commitment aid we have maintamed our CRA 'Outetandr^ 
rabng over this past yea. We wil continue to target 2% (d oa pre-tax proSts for grants, 
sponsorships and 0 ^ community suppotactivtlies. ItwBbeespeciahyimportantthatwe 
unprove the absolute number of bans made to the African-American and Hi^anto borrowers. We 
can and must do better in tvs eltoit We wil also need to carefMymorutor developments 
surrounding New York Attorney Genera's review of hMDA data for major home lenders. Fmaly.it 
is ik^ that we will revise our ten-yea community commitment to relied the adiflion of Proviitk. 
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June 6, 2006 

Tot Washington Mutual Director 
From: Kerry Kiliinger 
Re: Strategic Direction 


Introduction 

Rather than reciting ail of the details of our strate^ plan, I am going to focus this 
discussion on a few key questions: 

• Where are we today? 

• Where do we want to be in three years? 

• What adjustment do we need to make to our plan? 

• What is happening in the environment? 

• What ai^ the risks to our plan? 

• How much value can we create for our shareholders? 

Before addressing these questions, let me briefly summarize our mission. We see a 
unique opportunity to create one of the nation’s leading consumer and small business 
banks. We ^ generally well positioned in higher growth communities, we know how to 
serve diverse middle market consumers and small businesses, and our culture is unique 
and supports our mission. 

We have much to be proud of as we have tak^ a small, financially stressed thrift and 
built it into one of the top six banks in the nation. All constituencies have benefited from 
this success, including our shareholders who have received a compounded annual return 
of 20% since we became a public company in 1983. Ibis performance places us in the 
top 5% of all companies in the S & P 500. Also, reflecting our ability to offer 
competitive products and services, our customer base has grown to 24 million households 
up from only 250,000 in 1983. 

One of our Directors asked me what I thought the most important strategic calls we have 
made over the past few years, I see the following as the most important. You will note 
they all tnvolv^ making some decisions which at the time were viewed as risky and 
which were generally viewed with skepticism by Wall Street. 

• Aggressive acquisitions in the 1990s gave us outstanding retail banking ft-anchises 
in the Northwest and California. The acquisition of Pacific First in the northwest 
was a solid home run. And the combination of American Savings, Great Western 
and Ahmanson in California was a grand slam home nm which created a unique 
franchise with very high operatir^ performance. 

• The launch of free checking in 1995 was revolutionary at the time. This gave us 
a key household acquisition tool with excellent financial returns. 


I PcrmancRl Suhctmimittec on InveyligationsM 
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• The development of Occasio style stores and the willingness to aggressively open 
de novo stores in new and existing marked was revolutionary at the time. This 
allowed us to extwid and expand our existing franchise. 

• Our willingness to t^e significant trderest rate risk resulted in wide fluctuations 
in our net interest margin, but pnxhic^ aiperior returns over the cycle. Volatile 
margins and earnings caused our stock |Hice to fluctuate and this gave us the 
opportunity to aggressively repurchase our ^ck at low points in the cycle and to 
reissue that stock in acquisitions at high points in the cycle. This added $ billions 
of shareholders value over the past three int^est rate cycles. 

• Our acquisitions of four mortgage baiddng companies in rapid succession just 
before the refinancing boom of 2003 and 2004. These acquisitions, which cost us 
about $1.5 billion ofgoodwll, returned us $600 million in 2002, $1.1 billion in 
2003, $1.3 billion in 2004 and $800 million in 2(K)5. While we are now dealing 
with the cyclical low point of that business, it is hard to ^gue with the 
outstanding returns. 

• The acquisition of Providian is new, but every sign points to it being a big winner, 
The financial returns have thus far exceeded forecasts, the integration has gone 
smoothly, the acquired management talent has helped our entire company, it has 
provided diversification to our balance sheet and credit card sales to WaMu 
customers has exceeded forecasts. 


Where are we today? 

As y(Mi know, our assets have grown to $350 billion and we expect to earn about $3.8 
billion or $4.00 per share this year. We are not earning at full capacity because of rising 
interest rtUes and a flat yield curve. This environment has taken a toll on our net interest 
margin, our g^n on sale margin and our MSR hedging costs. But it is interesting to note 
that our earnings power today is significantly higher than at similar points in past interest 
rate cycles. The good news is that earnings and our stock price have held up very well. 
The bad news is that we will not likely have the ow>ortunity to repurchase our stock at 
distressed prices. 

Partially offsetting a hostile interest rate environment is a very benign credit 
environment. As I will discuss later, we expect this to gradually change. But for the time 
being, credit costs are quite favorable. 

Aside from these cyclical factors, there are two costs which are limiting our performance. 
The first cost is capital inefficiency. We are not effectively deploying our capital as we 
have about $3 billion of surplus econonuc capital. The second factor is an inefficient 
operating cost structure. We are not driving enough revenues with our current cost 
structure. This is reflected in a current operating efficiency ratio which is well above our 
targeted sub 50% level. 

My overall assessment is that we have assembled a unique and very valuable franchise 
which is not yet performing to its potential. Each of our businesses has excellent growth 
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plans and each has reasonable scale to be an effective competitor. So I don’t see radical 
shifts or acquisitions as essential to reaching foil potential , Rather I see crisp 
execution of our plans as the primary key to aiccess. 


Where do we want to be in three years? 

In 2004, we adopted a new five plan. We s^ the followtng financial targets for the five 
year period. We believed achieving these t«^g^ would result in top quartile industry 
performance which in turn would likely to lead to superior returns for our shareholders. 

• High teens ROE 

• Double digit EPS growth 

• Sub 50% operating efficiency ratio 

• Sub 1% NPA to assets ratio 

• 5.5% tangible equity ratio (revised upward from 5.0% in 2005) 

To achieve these targets, we developed a^essive business plans around the themes of 
growth, productivity, innovation, risk management and people development. I will 
highlight a few elements of each of these themes. 

Growth 

Beginning with growth, our goal is to grow our retail customer base by about 8% or 1 
million customers per ye^. To do this, we believe it still makes sense to expand our 
retail bank store system. However, our growing ability to acquire households via the 
internet is leading us to reduce the number of new store openings. We reduced the 
number of new store openings from 250 in 2005 to about 175 in 2006 and we will 
probably open about 1 50 in 2007. Convwsely, new checking accounts opened on the 
internet is expected to grow from 0 in 2005 to 200,000 in 2006 to 500,000 in 2007. The 
combination of our introduction of industry leading internet technology plus a shift in 
con»imer behavior is leading to rapid growth in the internet. We are confident that 
accounts can be opened via the internet, but it is too early to know if the revenues from 
these customers will match those originated in our financial centers. Once we obtain a 
new customer, we work diligently to cross sell about 6 products and services to that 
customer. 

Growth for our other business lines is pretty straight forward. For Card Services, we 
expect to open about 1 million new accounts per year via direct mail, 200,000 new 
accounts per year through private label partnerships and 300,000 new accounts per year 
via sales to WaMu customers. This should result in managed receivable growth of 1 3 to 
1 5% per year over the next three years, placing our growth at the top of the credit card 
industry. For our Commercial Group, we see excellent opportunities to grow our multi 
family and small commercial real estate portfolios by 13% per year. Our stratepc 
advantage is having a standardized, low cost origination and servicing platform which 
allows us to price better and have quicker turn arcnind times than our community bank 
competitors. Our primary risk here is the entrance of Wachovia, Countrywide or some 
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Other major player in this market. Finally, our Borne Loans Group should complete its 
repositioning within the next twelve mon^s and h should then be in position to grow its 
market share of Option ARM, home equity, si^ prime and Alt. A loans. We should be 
able to increase our share of these categoric to ovw 10%, although Alt. A will take 
longer because of cwr low starting market ^lare. 

Combining these growth initiatives, by the «[id of 2009, we expect to have a balance 
sheet totaling about $500 billion, a retail branching network of 3,000 stores and a leading 
internet presence with over 15 million customers, card receivables of $30 billion with 15 
million customers, $50 billion of multi family and small commercial real estate loans 
with a 1 5% national market share, and $300 billion of annual home loan originations with 
a 1 0% national market share of home equity and sub prime loans, a 1 5% national share of 
Option ARM originations and a 7% national share of Alt. A originations. 

Productivity 

We are committed to achieving best in class productivity throughout the organization. 
Historically, this has not been a strength of WaMu. During much of the past fifteen 
years, our challenge has been to scramble to keep up with extraordinm'y growth. Periodic 
cost savings initiatives were quiddy supplanted with acquisition integration 
requirements. Our support groups had to respond to growth and rapidly increasing 
demands by increasing their faffing with little time to assess if the processes were being 
optimized. Responses to the Regulatoiy and Compliance challenges of three years ago 
pi«^ even greater burdens on the cost structure. 

We expect acquisitions to play a lesser role in our ftiture and organic growth to become 
our primary strategy. Organic growth in a commoditized industry can only come with 
best in class productivity. We have accordingly elevated productivity excellence as a 
core operating strategy. 

To achieve best in class productivity, we need to execute on a number of fronts. First, we 
need management with the necessary slails to drive best in class productivity. Second, 
we need to continually get out of smaller businesses which distract us from our focus on 
the main businesses. Third, we need to become a leader in operating in low cost 
domestic and off shore sites. This means we need to exit or diminish higher cost markets 
like California and Seattle and we need to neatly expand our off shore presence. Fourth, 
we need to embrace operational excellence (our version of six sigma) through out the 
organization. Finally, we need to make continual improvement in productivity an 
expectation and part of our corporate culture. 

Our goal is to reduce our operating efficiency ratio to 45% by the end of 2009. We 
expect to get to this target by restraining our expense growth to one half our revenue 
growth. So, if our revenues grow at 1 0% pw year, we expect our expenses to grow at 5% 
per year. In addition, we think it is impoitant to jump start the productivity initiatives and 
to get our operating efficiency ratio down to 50% in 2007, In order to do this, we are 
planning for aggressive expense reduction initiatives in the second half of 2006. The sale 
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of our money management business gives us the flexibility to consider significant facility 
closures and acceleration of relocation acUvities. 

Innovation 

Innovation is a core value at WaMu. Ovct the ^ars, we have had more than our share of 
innovation, For example, we pioneered the first home loan in 1889, we started the first 
shared ATM network in the 1970s, we w«re fite first bank to have mutual funds and full 
service securities in the 1980s, we pioneered free checking in the 1990s, we developed 
Occasio in the late 1 990s, we were the fiist bank to do large scale de novo banking in the 
early to mid 2000s, and our commercial group pioneered streamlined processing for the 
multi family and small commercial real estate industries in the mid 2000s.. 

We have some new innovations which are promising. For example: 

• We recently launched a new version of free cheddng which is yet to be copied by 
the competitors. 

• We recently launched our new on line free checking which allows customers to 
open checking accounts on line without paper. So far, we are the only major bank 
with this capability. 

• Our home loans group is working on a new product which could revolutionize the 
home lending industry. Our aim is to greatly reduce the incentives and expenses 
involved in refinancing and to offer an easiw way to access equity in a home. 

We will continue to look for ways to offer better pwoducls at better prices to our 
customers. In a commoditized industry, innovation often comes from finding lower cost 
ways to serve customers and passing on those savings to them in the form of better 
pricing. It is hard to predict what products or services will work in the future, but we are 
committed to having best in class research and dways being open to trying new things. 

One problem facing WaMu and other major competitors in openly embracing innovation 
is channel conflict. For example, as the internet becomes more accepted, we face the 
reality of having a high and somewhat fixed cost structure in our retail branch delivery 
system. As new produas are developed for delivery via the internet, it does not make 
economic sense to offer these products at the same price through the retail banking stcyres. 
So we are feced with having different pricing thrcnigh different channels or perhaps 
embracing multiple branding approaches. There is no simple answer to this challenge. 
My bias is to constantly change the business model to that which gives the consumer the 
best deal. In the long run, this is what will happen in any event. So we are better off to 
embrace better products and deliv^y channels early on and to get our cost structure down 
to a new lower level. 

Risk Management 

Our strategy over the past fifteen years has been to take very little credit risk, but to take 
significant interest rate risk. As I mentioned earlier, we made above normal returns for 
our shareholders by embracing significant interest rate risk in past cycles. This was 
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achieved by keeping our liabilities shorter than cmjt ^sets and thereby earning higher 
spreads over the cycle (the yield curve is po^vely sloped 90% of the time). Over the 
past few years, we have gradually decrea^ the duration of our assets and increased the 
duration of our liabilities (due to more core deports). Today, our biggest interest rate 
risk is the lag in the repricing of our adjustable rate assets and the costs to hedge our 
MSRs. 

Our plans for the next three years are to contimie to reduce interest rate risk and replace 
that risk with greater credit risk. Part of the reason for redudng interest rate risk is the 
increased risk we are facing from mark to market accounting. Step by step, the 
accountants are moving us in the direction of marking more and more of our assets to 
market, \^^enever you are required to mark a future stream of revenues to market, the 
risks of short term price fluctuations are increased. The best example of this is the MSR. 
If it was not marked to market, we wouldn’t have to hedge it to the same degree. This 
would greatly reduce our hedging co^s and increase our profits over the cycle. There is 
no ability to use reserves to help moderate short terni price fluctuations, so income can 
become quite volatile. 

With credit risk, loan loss reserves are required and they estimate the inherent loss in a 
loan portfolio. Loan loss provisioning is done to reflect the appropriate risks over time 
rather than trying to reacJ to short term and often volatile market prices. Wall Street 
appears to assign higher P/Es to companies embracing credit risk and penalizes 
companies with higher interest rate risk. We believe we will similarly receive a higher 
P/E if we adopt a strategy more reflective of other major banks. 

To accomplish our desire to reduce interest rate risk and to increase credit risk, we are 
embarking on a gndual remixing of our balance sheet. This remixing will also have the 
benefit of better utilizing our economic caphal. Today, prime single family loans 
represent 42% of mir balance sheet. Within three years, we expect this to decline to 25%. 
Making up the balance will be home equity at 20% versus 15% today, sub prime home 
loans at 13% versus 10% today, credit card receivables at 7% versus 3% today, and multi 
family and commercial at 15% versus 12% today. 

The key to successfully executing the shift fi’om interest rate risk to credit risk is to have 
good underwriting and monitoring controls. We also need a robust reserving 
methodology which appropriately reflects the inherent risks in our portfolios. It is also 
important to adjust our culture from credit risk avoidance to intelligent credit risk and 
pricing discipline. 

Other key risl« such as operating, regul^ory and compliance appear in reasonable shape 
today. We have much to do to prepare for Basel II, but like SOX 404, this is something 
we will likely accomplish with too much cost but without undue burdens on the 
company. 

People Development 
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To reach our goals, we need to invest more In our future leaders. For the first ten years of 
our explosive growth ( 1 990 to 2000X we built our leaders from internal promotions and 
picked up a few key people through acquishkms. The advantage of this is that we h^ a 
team with shared experiences, common v^ues and financial gains from extraordinary 
stock price performance. The downside is that nmny of these lead^’s did not possess the 
skills to manage a large, complex organization. Not unexpected, some people grew along 
with the complexities of the company and some could not keq) up with the growth of the 
company. 

In the subsequent five years, we concluded that we needed more talent with large 
company operating experience. So we recruited in a substantial number of senior and 
executive leaders. We also worked to b^er develop internal leaders and to develop work 
experiences and leadership development programs that would help forge a unified 
culture. Our building of the Cedarbrook leadership center was an example of our 
commitment to building future leaders. 

There is no question that we have more capable managers today. But it is too early to 
judge the performance of the new team. We believe that we are doing the right things to 
create significant shareholder value, but only performance over the next three years will 
prove that this team can do. 

Looking to the future, we need to develop most of our leaders from within and to greatly 
reduce the number of leaders recruited in from other organizations. We would like to see 
the percentage of senior level positions filled from within increase to about 80%, up from 
50% in 2005. This will require commitment to our TMP process, investment in 
leadership development programs and the vdilmgness to give people stretch assignments. 

It is also aritical that we forge a common set of values and culture. Employee surveys 
indicate we are a very high performing values based culture with high employee 
engagement. When compared to high performing companies, we score high in nearly 
every category. However, some people charge that our values are changing from the old 
WaMu, This is particularly evidem wh«r we are going through the difficult cost 
reduction initiatives. And the employee surveys do show some slippage from past scores 
regarding how well we are living our values in certain areas. 

At the senior level, some folks want us to be even more aggressive in executing our 
productivity initiatives while others believe we are going too far. My view is that we 
need to keep forging a middle ground where we are aggressively pursuing our values of 
being dynamic and driven while keeping our values of fair, caring and human on an equal 
footing. The world is full of unsuccessful companies who are dynamic and driven. 
Conversely, most companies who are dcHnlnated by being fair, caring and human 
eventually lose in a fiercely competitive market place. Very few companies are able to 
balance both and they become top performers. We intend to do that. 


What adjustments do we need to make to the plan? 
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Each year, we expect to make certan ^justmeitts to our strategic plan due to changes in 
the environment, challenges and opportunities. For example, last year we decided to 
limit the MSRs to 25% of equity capital, to reduce the number of new financial center 
openings and to accelerate our growth initiatives in card services. 

This year, our adjustments to the plan are centred in the following key areas: 

• Due to our growing ability to open new checking accounts via the internet and 
due to increased real estate prices and bank branch competition, we plan to 
reduce our new financial center store openings to about 150 in 2007 versus about 
1 75 in 2006. Our goal is to expand our checking account base by about ! million 
accounts. It wdl! be great if we can substitute a lower cost internet channel to 
augment the more expensive retail banking store channel. 

• We are refining our home loans business model to significantly curtail low 
margin Government and conventional fixed rate originations and servicing, and 
to significantly increase our origination and slicing of high mm'gin home 
equity, Alt. A, sub prime and option ARMs. Action steps include merging 
Longbeach sub prime and the prime business under common management, 
merging correspondent activities into our correspondent channel, getting out of 
Government lending, curtailing conventional fixed rate production, expanding 
distribution of targeted high margin products through all distribution channels 
and potentially selling MSRs of low margin products. We expect these actions to 
result in significantly higher profitability and lower volatility over time. 

• We plan to sell our asset management company. This sale is expected to 
generate a pre tax gain of at least $600 million which will give us considerable 
flexibility to accelerate our balance sheet remixing initiatives and to accelerate 
our productivity enhancement initiatives. 

• We plan to accelerate our asset remix to more efficiently deploy our capital and 
to better diversify our balance sheet. We have made good strides towards 
moving from our thrift heritage to our consumer and small business bank future, 
Imt we have more work to do. As I mentioned earlier, we need to get our surplus 
economic capital deployed as soon as possible. Gains from the sale of the asset 
management company give us the flexibility to cover the up front reserving 
required for bringing some of the higher risk assets on our balance sheet. And by 
aggressively buying back our stock and selling some of our prime residential 
loans, we have the opportunity to do a major remix of the balance sheet over the 
next twelve months. One note of caution is that credit spreads are currently very 
tight and we believe there will be a better opportunity in the future to take on 
certain asset categories. So this is not the period when we want to aggressively 
grow the size of the balance sheet. 

• In addition to remixing our balance sheet, we can better utilize our economic 
capital by replacing common equity with hybrid preferreds. We sold about $2 
billion of these securities earlier this year and plan to do another $2 billion over 
the next twelve months. This will allow us to operate on a tangible equity to 
asset ratio of 5.5%, but to reduce our tangible common equity to asset ratio to 
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5.2%. We note that Wachovia exp^tts to operate on a tangible common equity to 
asset ratio of only 4.5y6 when they coii^>lete the Golden West acquisition. It is 
possible that we could consider op^^og on a lower tangible equity ratio if we 
were successful in further diversifying our balance sheet. 

♦ We plan to accelerate our produrtivity initiatives. We are making good progress 
in moving to lower cost domestic and off shore centers. But to date, we have not 
been comfortable in making more radical shifts which would require significant 
restructuring charges. With the sale of our money management company, we 
have the flexibility to consider major site consolidations and more aggressive 
cost restructuring initiatives. We are still early in the planning process on this, 
but it is likely something will be executed in the coming twelve months. I would 
like to see if we can reach our targeted sub 50% operating efficiency ratio before 
the end of 2007. 


What is happening in the environment? 

As always, there are significant changes in the environment which can impact our plan. 
The following are some of the items we are monitoring very carefully: 

• The interest rate environment has a huge impact on our net interest margin. 

We are likely nearing the end of a Fed tightening cycle and the yield curve is 
extremely flat. We estimate that our normalized net interest margin is in the 
3.1% to 3.2% range versus today’s margin of 2.75%. Once the Fed stops 
tightening, we should get a significant boost to our net interest margin. It would 
also be helpftil to have the yield curve return to a more norma! slope. We can’t 
accurately project interest rates, but we believe the odds favor a better interest 
rate environment over the next twelve months. 

• A year ago, we were saying that the housing market was very speculative and 
was going to slow. We took defensive actions by selling the majority of our 
option ARM production in 2005 and selling nearly all of our residual interests in 
sub prime loans for 2004 and 2005 originations. The housing market is now 
showing signs of slowing. Price increases are trending down, new home activity 
is slowing, consumer confidence is waning and new home starts are declining. 
We expea the housing market to be weak for quite some time as we unwind the 
speculative bubble. The good news is that the correction appears to be taking 
place in an orderly manner. Sure, there are likely to be problems with 
condominiums in Florida and other parts, and some over built communities, but 
housing in most parts of the country are unlikely to come under severe pressure. 
This is especially true if employment remains good, 

• The economy appears sound with positive economic growth likely over the next 
twelve months. Most economists expert the rate of growth to slow over the 
balance of 2006. For WAMU, we are most sensitive to the unemployment rate. 
It appears we will maintain a lower than normal unemployment rate, even if the 
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economy slows over the balance of the ye^. What we will watch carefully is the 
impact on consumer spending from a slow down in housing. The consumer 
could easily reduce spending if diey become concerned about diminished equity 
in their homes. There is an outside chaiK^e of a severe downturn if the Fed goes 
too far in raising interest rates and Ikhisu^ moves from a gradual correction to a 
major correction which thereby triggm a major downturn in consumer 
confidence and spending. This would be a tough environment for our credit card, 
home equity, sub prime and prime r^idential portfolios. 

• A new financial instrument, housing futures contracts, is now traded on the 
Chicago Mercantile Exchange. Th^c are now futures contracts on 10 major 
cities in the U.S, These instruments vdll provide new hedging tools which could 
compliment or in some cases partially replace reserving for loai losses. These 
contracts will also give better transparency as to price changes in various markets 
around the country. Having this information may move accountants closer to 
mark to market acoDunting for residential loans and it is possible that this 
information may change con^jmer behavior. For example, consumers may use 
futures contracts to help hedge their exposure to housing or the transparency of 
information may cause them to react more quickly to market changes than in the 
past. We don’t know all of the ramifications, but I think this may be a big deal. 

• Fannie Mae and Freddie Mac have been dirou^ a very difficult period. They 
have lost political stature, are constantly under the microscope, have lost market 
share, have lost tens of $ billions of market value, are burdened with numerous 
law suits, are under attack from the SEC, their regulator and the department of 
Justice, and are likely to be limited in their ability to grow the most profitable 
part of their business which is portfolio lending. While clearly wounded, don’t 
count these guys out. We believe they will continue to be an important force ^d 
will gradually reclaim their footing. For WAMU, we expect them to operate 
pretty much as normal over the next twelve months. We have noted a better 
customer focus and willingness to respond to our needs from both parties. We 
think the chances of legislation giving them a new regulator over the next twelve 
months is slightly over 50%. 

• The Federal Home Loan Bank system is in turmoil. Because of hedging 
problems at the Seattle, Des Moines and several other banks, their regulator has 
proposed standards which require building retained earnings in the banks. The 
only way to do this is to limit dividend payments. The problem is that members 
can only buy and sell stock at par, so any retained earnings are in effect 
confiscated from the current members and they will never get it back. So the 
members are upset and are fighting the proposal. For WAMU, we have about 
$600 million of stock in the San Francisco bank and $60 million in the Seattle 
bank. We factor the dividend payment on the stock into our calculation of the 
borrowing costs for our advances. With a low dividend, we are likely to 
conclude that more of our bonrowii^s should be done away from the FHLB. We 
are currently executing a plan to significantly reduce our FHLB borrowings 
before the new proposed relation takes affect. We are also actively opposing 
the implementation of that regulation 
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• The regulatory environment is relatively benign. Credit losses and bank 
failures are very low. The OTS spears to be comfortable with the progress we 
are m^ng to address their examination findings. The quality of their staff has 
continued to improve over time. Our primary concern for the OTS is their likely 
loss of other major institutions. Gold^ West’s merger with Wachovia could 
result in a loss for the OTS. There me also rumors that Citi may change its OTS 
regulated aibsidiary. We will need to monitor the OTS viability as an 
Independent regulator. 

• Bank and specialty finance merger actiWties continue. There continues to be a 
push for scale and there is a movement away from monoline companies into 
diversified financial services companies. Examples of this movement include 
MBNA into B of A, Providian into WAMU, Northfork into Capital One, 
Commercial Capital into WAMU and Golden West into Wachovia. There was 
also a recent merger of equals involving Regions and Am South who came 
together to form a company with much better scale. Most investment bankers 
expect these consolidation trends to continue. One factor limiting consolidation 
is the lower p/es of la’ger players versus smaller players. 

• International banks are becoming a bigger &ctor in the U.S. Foreign banks 
have the advantage of operating on lower equity capital than U.S. banks. They 
also have lower return requirements. For example, I recently visited with the 
CEO of BNP Paribas who said they invest with a 9% return threshold and operate 
on less than 4% tangible common equity. This makes them a very competitive 
acquirer. Other foreign banks like HSBC, RBS, Santander, BBVA, Toronto 
Dominion are also active acquirers. The Basel n capital requirements are 
unlikely to level the playing field as the U.S. Regulators are insistent on applying 
a tangible equity requirement on top of the Basel 11 requirements. 


What are the risks of the plan? 

Short term risks of executing our plan center on interest rates and housing. It appears 
that interest rate risk is moderating, but an increase of 100 basis points in short term 
interest rales and an inverted yield curve would cause significant net interest margin 
compression, A collapse in the housing market would significantly increase our credit 
costs, Because of the time It takes to go from delinquency to foreclosure and because of 
our strong reserve position, it would take several quarters for this full impact to be felt. 

An additional risk is a dramatic slowing of the U.S. economy and a corresponding rise In 
unemployment. Unemployment drives CTedit card, home equity, sub prime and prime 
residential loss rates. We could probdjly absorb a 100 basis point increase in the 
unemployment rate before we saw significant increases in credit losses, but we are more 
sensitive to unemployment than ever before because of our credit card portfolio. 

There is a risk that we will not be able to find suitable assets to fully diversify our 
balance sheet. The rating agencies are indicating a willingness to let diversified 
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companies operate on lesser capital. Tlus means we will be pressured to find more 
diversified asset categories to optimize oiu’ capital utilization. The two asset categories 
where we are significantly underweighted are commercial lending and auto loans. It will 
be very challenging to find ways to divwsify into these asset cat^ories on financially 
attractive terms. 

There is a risk that cHir free checking product stops driving in new housdiolds. This is 
the primary tool for new customer acquisition and we don’t have an immediate 
replacement if it goes away. We would also be stressed if our sources of fee income 
were to be interrupted from regulatory or some other action. 

There continues to be volatility in the home loans business due to MSR hedging costs 
and gain on sale margin fluctuations. With quarterly volatility of up to $.25 per share, it 
is a constant risk that we will disappoint or ^rprise investors. We are hopefiil that the 
changes in the home loans business model will greatly reduce this volatility. 

There is a risk that some party becomes a sharchold«- activist and disrupts our ^iiity to 
create value or distracts management and the Board away from creating long term value. 
We focus on the friree to five year time frame while some investors and traders focus on 
very short terra results. We need to keep our shareholders as focused as possible on the 
long term and not be tempted to manj^^ to short to-m results. 

Other risks include our ability to drive necessary productivity improvements. This is 
very hard work and it is easy to bum out the troops and to have morale challenges. This 
is why we would like to accelerate our productivity initiatives and to try to get as much 
of the heavy lifting done sooner rather than later. Our use of more off shore activities 
also increases the geo political risks of doing business in several countries. 

Competition is expected to be fierce in all business lines. Most major banks continue to 
focus on the retml banking market. We have large and powertul credit card competitors 
with Citi, Chase, B of A and Cap One. Countrywide and Wells are tough in mortgages 
and Wachovia and Countrywide are trying to gear up their multi family lending 
operations. The good news is that all of these competitors are smart and have relatively 
high return expectations. Accordingly, we expect them to be fairly disciplined in their 
pricing. 


How much value can we create for shareholders? 

We see the opportunity to create excellent shareholder value over the next three years. 
Based on our long range forecast, we project earnings per share of $4.60 in 2007, $5.40 
in 2008 and $6.50 in 2009. By achieving these projections, we would deliver earnings 
per share growth of 15% over the five year planning cycle of 2005 to 2009, our ROE 
would gradually increase to 1 8% by the end of the period, we would achieve a return on 
tangible equity of 24% by the end of the period, our operating efficiency ratio would 
decline to 45% by the end of the period, we would maintain tangible equity to assets of 
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5.5% mid keep our non performing asset to asset ratio below 1%. In other words, we see 
the opportunity to meet or exceed all of the taig^ established in our current five year 
strategic plan. 

We believe hitting these financial projections along with continuing our migration away 
from our thrift/ mortgage banking heritage to a mwe diversified consumer and small 
business bank is likely to lead to a higher p/e ratio for the company. We believe it is 
quite reasonable to rtrive for at least a 12 p/e for the company over the next three yearn. 
Based on $6.50 of 2009 earnings per share and a p/e of 12, a stock price of about $78 per 
share appears quite achievable by 2009. 

In addition, we believe it makes sense to continue with our dividend policy of paying out 
45% of earnings and to make frequent, but modest increase in the cash dividend. 

Between now and the end of 2009, we estimate the cumulative cash dividend at $7.50 
per share. 

So combining a $78 stock price with $7.50 of dividend income, results in total value of 
about $85 per share. In compariscm with today’s stock price of about $45, this works out 
to a compounds! annual return of 22%. We think this could be a significantly better 
total return than the S & P 500 which has grown at ^out 10% per year over the past ten 
years. 

There are many risks associated with achieving these numbers, but we believe those 
risks are manageable and are not greater than ri^s faced by all companies who are 
executing their plans. We also believe risks for our shareholders are somewhat mitigated 
by the intrinsic value we are building in the francWse. We are building a unique 
franchise which will be very difficult, if not impossible, to recreate. We are focused in 
high growth markets with excellent long term growth characteristics. 
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m) WalVlu 


To: Board of DIrectws 

From: Kerry Killinger, Chairman and CEO 

Date: June 16, 2008 

Re: WaMu Strategic Direction 


Introduction 

WaMu is working thrcHjgh the most serious financial challaige in its 25 year history as a 
public company. The CMigang housing axJ credit markets crises ha\« caused cr^it 
costs to elevate to extreme lev^s. As a re^it, we posted a net loss in 2007 and expect 
to post a much larger net loss in 2008, before returning to profitability some time In 2009. 

Late last year and earlier this year, we raised more than $10 billion in common and 
convertible fx-efored capital to covar o«^ expected aedit loss profile and in respcxise to 
pressures from ratings agencies, counterparties and regulators. This significantly diluted 
our existing shareholders as we were forced to raise capital at historically bw stc^ 
prices. But v/e also attracted many new shareholders are viewing WaMu as an 

undervalued franchise with consic^able upside should successfully execute our tim 
around strategy. We note that 10 sha^hoiders now control 71% of tine outstanding 
shares and most of these owners have a cost basis of $12 per share or less. 

Despite a very difficult environment, W^/lu remains a sound company witfi a 
tremendous upside. Our recent capita raising transactions brought us new private 
equity and institutional investors who ha\re provided us with the capital we will need to 
move through the credit loss cycle and take advantage of the op^rtunities tiiat vrill 
emerge on the oth®’ side. And we are t^ng the hard, but necessary, actions required 
to justify that confidence. 

• We a-e shrinking our balance sheet to conserve capital and to improve earnings 
quality. 

• We have strengthened our liquidity position by growing core retail deposits and 
creating more collateral flexibility at the FHLB, which has served us well at a time 
wTien liquidity in the capital markets is inaccessible at reasonable costs. 

• We are building loan loss reserves well In excess of charge offs which should 
result In peak provisioning occurring in 2008. We wii carefrilly monitor housing 
corKiitions, but it still appears that lifetime losses on residential assets vrill be less 
than $19 billion. We expect to txild our loan loss reserves to about $9 biilbn by 
the end of 2008. 


I PermancBt Subcommittee on Investigations I 
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t We have exited the volatile >whdes^, ^prime and home loan center mortgage 
channels and focused mortg^e dis&ibuticxi on our retail banking stcres and 
call centers. 

• We are significantly recfejcing crjt level of corporate-wide expenses as we adjust 
our staffing and infrasb’ucture to i^ect a smalla" and more footsed company. 
Project Restart will result in operating expense reductions well in excess of the 
$550 to $650 million commitments made to investors. 

• And we have listened to oiff shareholders arto taken a number of actions on 
corporate governance including appdnting an independent diair, adopting 
majority voting by-laws, recruiting new directors and rotating several committee 
chairs. 

The finandai plans we will show you tois year are fundamentally defensive, reflecting our 
view that the outlook for toe U.S. economy and housing markets will be weak throi^h 
mid 2009, if not longer. Our management team is focused on making sure that we have 
taken all the actions necessary to get through this credit cycle, even if it turns out to be 
longer, or more severe, than our w<M^t-case asaimptions. But our plans also reflect our 
belief that there is much that can be done during this period to improve operating 
performance and invest in growth areas that wll be important to our long-term future. 

We can see clearly a path to profitability that we believe will likely lead to a significant 
inaease in ou- stock price from current levels. While there are risks to that plan, it does 
not require a fundamental change to ow business model, but will require crisp execxition 
of the business plan. So in this strategic planning session, we will initially focus our 
disojssictos a’ound those actions required to successfully execute our plan over toe next 
18 to 24 months. 

We will also spend some time discussing adjusbnents to our tajsiness model \Atolcto can 
potentially reduce our volatility and improve our long term shareholder returns. Most of 
these adjustments relate to diversifying our business model and asset profile to being 
less reliant on residential assets. We will remix our balance sheet by retaining more non 
residential assets and allowing our sub prime, hybrid and cation ARM portfolios to run 
off. In addition, at some point in the futire, we will look for asset purchases and 
acquisitions that will further diversify our balance sheet and sources of income. 

The Environmental Outlook 

Economy: The events of the past year have demonstrated that forecasts and statistical 
models are of little value when extreme conditions prevail. A year ago, the Federal 
Reserve was forecasting a mild housing slow down and not even the most pessimistic 
forecasters saw housing prices declining by 30% in certain markets. So it is with some 
skepticism that we address our environmental outlook. Our current outlook is that the 
U.S. economy will experience little, if any. growth over toe next few quarters. While 
business investments and exports should grow at a modest rate, we expect consumer 
spending to be und^ severe pressure. High energy prices, increasing unemployment, 
poor housing conditions, already eittended consumer debt levels and v©y low consumer 
confidence all point to low consumer sp^dtog. We do not expect the tax rebate 
initiative to have a meaningful impact cn constaner spending beyond a short term uptick 


CONFIDENTIAL 
Page 2 of 13 


Coitfidential Treatment Requested by JPMC 


JPM_WM054260.S<> 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00383 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


372 


VerDate Nov 24 2008 


in the second and friird quarter of tNs yQ&c. Our current outlook assumes the economy 
will be flat to up 2% in GDP in 2009 arKj memployment gradually rises to 5 'A to 6%. 

Housing markets: As we have discus^ for three years now, housing i:»ices needed 
to corred from unsustainably high levels. Last year, the gradual price correction 
anticipated by most, including us, accelerated into a dramatic decline. With the 
accelerant of shutting off of liquidity, housir^ prices began falling at a double digit 
annualized rate last fall and this has continued through May. For WaMu’s top ten 
markets, prices have corrected about 15% from their peak levels so far. And in more 
speculative markets like Florida, Las Vegas. Phoenix, Stockton, Sacramento and 
Riverside, frie declines have been in excess of 30% so far. Prices have fallen because 
supply has increased due to foreclosures and demand has fallen because of tight 
underwriting and limited liquidity as vb^ll as less speculative demand and cmsumer 
reluctance to purchase homes. For WaMu’s top ten markets, inventories have built to a 
12 month supply versus a more normal level of about 6 months. It is unlikely that 
housing prices will Improve until inventories are greatly reduced. As a result, our outlook 
is for housing prices in our top ten markets to decline by about 10% between now and 
the end of 2009. 

Capital markets; The capital markets continue to be fairly illiquid, but we are beginning 
to see modest signs of improvement. The de*leveraging of many asset categories is still 
taking place and few expect it to return to the highly liquid conditions of the past few 
years. Many asset categories will find their way back to bank balance sheets rather than 
being securitized. For residential assets, improved liquidity from the GSEs and the 
Federal Reserve, continued good liquidity from the FHLBs and recapitalization of 
securities firms and banks have improved mortgage market conditions over the past few 
months. However, tight underwriting standards and premium pricing are still making it 
diffiojlt fw consumers to refinance their home loans. Lenders are also tightening aedit 
standards and reducing home equity lines of aredit which will further reduce credit 
availability. Our outlook is that liquidity will be limited for most asset categories tlYOugh 
the end of 2009 and that aedit spreads will remain above average. We expect limited 
liquidity in residential based assets to continue to put pressure on home prices and 
residential loan asset quality as home ownere are challenged to cure defaults through 
refinarjcing or sale of their homes. 

Interest rates; The Federal Resen/e Is a difficult place— attempting to simultaneously 
deal with slow or negative economic growth, a weak dollar and rising core inflation. Our 
outlook is for the Fed to keep interest rates around 2% for the next few months, The 
forward yield curve projects a rise In the Fed Funds rate to about 3.25% by mid 2009. 
We don’t have belter insight than the forward yield curve, so we \mII assume in ow 
OLrtlod< that a lightening process will begin sometime in 2009. We expect ten year 
treasuries to remain in the 4 to 4 %% range for the next year or so. There continues to 
be a flight to quality which is keeping treasury rates down, but there is also growing fear 
of inflation which is keeping rates up. We ttiink these forces will pretty well offset eacti 
other. 

Vield curve; We endured a fiat to inverted yield curve for a couple of years. Today, frie 
yield curve is positively sloped with the 3 month libor to 1 0 year libor swap curve swap 
curve at 1 50 basis points. Our net irterest margin generally benefits from a steeper yield 


CONFICCNTIAL 
Page 3 of 13 


)iU1deniial Trealmenl Requested by JPMC 


JPM_WM05426060 


08;28 Nov 29, 2010 


P ;\DOCS\573 1 9.TXT SAFFAIRS 


Jkt057319 


PO 00000 Frm 00384 Fmt6601 


Sfmt 6601 


PsN; PAT 



ph44585 on D330-44585-7600 with DISTILLER 


373 


curve, but we are maintaining a neufral asset liability profile with a .6 years duration of 
equity. We expect the yield curve to reman positively sloped as long term interest rates 
are pressured by inflationary fears and slow economic activity allows the Federal 
Reserve to keep short ta'm rates farly low. 

Legislative and Regulatory; The orecfit cnss aid its related Impacts have stimulated 
tremendous activity at the legislative aid regulatory level which will have an impact on 
our near- and long-term strategies. One of the most significant areas of change is the 
reversal of fortune at the GSEs (Fannie Mae and Freddie Mac). A year ago, they were 
on tiie ropes, mired in accounting scandals, and subject to growth restrictions and 
elevated capital requirements. It locked like the long-desired outcome of econcxmic 
conservatives — the demise of the GSEs— was in sight. V\fliat a diff^ence a y^r 
makes. Today the GSEs, although fedng near-term losses, have been recapitalized, 
have been relieved of many regulatory restrictions, have seen their conforming loan 
limits raised enormously, and have aggressively moved to take mcNigage market share 
at levels nevo" before seen. They are also being used as the too! to implement many of 
the “bailouf plans being disaissed in the Cor^ress. This rapid ’teda'alization" of the 
mortgage industry and the inherent funding advantage of the GSEs will greatly reduce 
the long-term profitability of mortgage lending for non-GSE players, particulaiiy given the 
demise of the higher yielding alternative mortgage products, such as subprime, Alt-A 
and Option ARMs. that were the staple of ncxvGSE lending over the last decade. 

We exped Congress to pass some form of a hojsing stimulus bill this year. A positive of 
that bill should include new regulatory oversight for the GSEs and the FHLBs and some 
expansion of Ididing authorities. TTie bill may also include some appropriations to help 
foredosed home owners and may have vduntary programs to help bcxrowers and 
lenders refinance underwater mortgages into new FHA programs. This latter program 
\wuld require lenders to vwile off scxne fnincipai. We generally support a housing 
stimulus bill, but we doubt if it will have much of an impact on the housing market. 

Regulatory change will also affect oiff core banking and card businesses on a numbw of 
fronts, as the tide shifts from a deregulatory environment to a consumer-friendly 
“reregulatory" environment. A host of legislative and regulatory proposals have been 
proposed that would restrict or prohibit many practices that have previously been viewed 
as normal and proper. The change in administration that many expect may accelerate 
this trend. Tony Vuoto will discuss the pending Fed and OTS proposals which seek to 
define as "unfair and deceptive practices" sev«a! of the key risk-based pricing 
techniques we and other card lenders use to lend to middle market customers, and 
James Corcoran will discuss the polwtial vulnerability of debit and credit card 
interchange fees and deposit OD/NSF fees to similar types of legislative or regulatory 
action. 

International Economic activity and capital flows: Growth in Asia and other regions 
of the world is expected to outpace the United Stales. As a result, new sources of 
economic power and capital from outside of the U.S. are likely to play a greater role in 
the financial services industry. Enormous sums of capital are being amassed in 
Sovereign Wealth Funds as the trade imbalances between the US and China and the 
Pefroleum produdng companies continue to grow. And private equity and hedge funds 
inflows continue and a growing portion of this capital is likely to be deployed into financial 
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assets and companies which they wew as mdervalued today. In past years, we have 
noted that European banks enjoyed c^at advantages over U.S. banks as some 
operated on 2 to 3% tangible common ecpjity ratios versus the more typical 5 to 6% level 
of most U.S. banks. The credit crias has forced many European banks to raise 
significant levels of capital and the c^ftal ratios ^e now much closer to those of U.S. 
banks. 

Accounting: The evolution of {Xiblic accounting, in the wake of Sarbanes-Oxley, is 
making Icxig standing accounting practices the subject of debate and change. Fair value 
accounting has been particularly problematic for asset categories where market liquidity 
can change overnight. Banks and securities finns have been hit with large write dovwis 
on mortgage related securities where prices reflect huge discounts for both aedit 
expectations and lack of liquidity. In contrast, most loan portfolios account for credit 
losses through loan loss re^rves and are not mailced to market. As a result, similar 
instruments held in a loan form are accounted for quite differently than if held in a 
securities form. Making it even more complicated, loan accounting changes to mark to 
market if a company is acquired. In today’s ^vironment, few mergers can ocojr 
because of the capital required to support acquired loan portfolios that have been 
mai1<ed to maf1<et. The seojrities and banking industries are calling for changes in mark 
to maricet accounting. We are assuming no changes in our planning process. 

The FASB is cumently contemplating changes to the treatment of securitizations and 
other off-balance sheet rules that could have a far reaching effect on international bank 
capital and the operation of the financial sy^em. For WaMu, these proposed changes 
would essentially require us to bring credit card securitizations back on our balance 
sheet. This would reduce our short term profitability and increase our assets, but would 
not impact the long term profitability of holding these assets. 

Merger and Acquisition Activity: We expect bank merger and acquisition activity to 
be fairly modest until the aedit picture inr^oves. Most banks are facing credit issues 
and are under pressure to raise capital. As noted above, marking loan portfolios of 
acquired companies to market places even greater pressure on capital. Once the credit 
cycle improves, we expect consolidation activity to pick up. Revenue growth will be a 
challenge for most banks and cost savings from acquisitions will be a viable means to 
improving profitability. 

Our Vision for the Company 

Our historic vision has been to be a national leader in consumer and small business 
banking. By accomplishing our vision and adhering to our core values of being fair, 
caring, human, dynamic and driven, we believe we can deliver superior long-term 
returns for our shareholders. 

We have a unique and very valuable franchise in some attractive and above average 
growth regions of the country. Our business model is especially well suited to serve 
middle market consumers and small businesses that are often ignored by our 
competitCH’s. We brand ourselves as the bank that provides "Simpler Banking and More 
Smiles” fCH" our customers. 
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As we will disojss, we believe our for Ihe company needs to stay focused on 

middle market consumers and small tHJsinesses, but there are oppixtunities to expand 
our position with mass affluent consumers and corporate customers who are served by 
our multi family and commercial real estate group. On a longer term basis, we will 
explore opportunities to better divert ow balance sheet and business mix away from 
our historic dependence residential related assets. 

Long term objectives 

Beginning in 1990, we adopted five-year plans as a way to better focus our strategies 
and to set ^^eciflc financial targets. Since then, we successfully executed three five-year 
plans, meeting or exceeding virtually all of our financial targets. We are approximately 
75% of the way towards completing the CLHtent five-year plan (covering the years 2005 
through 2009). We set goals of achieving double-digit earnings per share growth, high 
teens return on tangible comrrjon equity (ROTCE), an operating effidency ratio bdow 
50%. a nonperfoiming asset-to-tctfal asset ratio of 1% or less over the economic cycle 
and maintaining a ratio of tangible equity to assets of 5.5% (revised upward from 5.0% in 
2005). 

Because of file housing credit crisis in 2007 and 2008, we have not been able to adieve 
our financial targets, and we do not exped to reach them in 2009. In short, we will not 
meet our five-year plan targets for EPS growth, ROTCE and NPA to assets ratio. We 
will exceed our capital ratio target and will be dightly above our operafing efficiency ratio 
target. TTiis is of course an enormous disappointment to all of us. The top three reasons 
for missing our targets are credit, credit aid credit. For perspective, we estimate that 
mid cycle ainuaiized credit costs for our company are about $2 to $2.5 billion vei^us the 
$16.4 billion of loan loss provision and REO expenses assumed in the 2008 LRF. When 
we return to normalized credit costs, we diould be able to reach our targets for ROTCE, 
EPS growth and NPA to assets. Furthermore, the aggressive actions we are taking on 
costs should allow us to exceed our 50% opaating efficiency ratio target. 

Lessons Learned 

TTie following ae some of the key lessons we have learned from the credit crisis as well 
as other initiatives which did not meet our expectations. Here are a few of the highlights, 
which you will see reflected in the strategy materials and discussions at the Retreat; 

• Home Loans: Loans originated through retail sources of distribution provide 
better credit quality than those originated through wholesale or correspondent 
sources. We experienced much higher fraud, early payment defaults and loan 
delinquencies from loans originated through brokers and correspondent 
channels. Underwriting shotid always be held to the standard of good portfolio 
lending versus standards required by the secondary markets. We cannot 
assume that the secondary market will fcxjy loans when liquidity dries up and we 
are forced to retain those loans in portfolio. TTie mortgage banking business is 
inherently cyclical and returns on capital over the cycle are inferior to our other 
businesses. Margins are so low that any errors in underwriting, ccxnpliance, 
documentation or pridng can wipe out profitability. MSRs are volatile and difficult 
to hedge. 7T»is asset became too large for WaMu's balance sheet and caused 
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excessive earnings voiatility. Because of low bamers to entry and volatile 
profitability, mortgage baring creates fittle franchise value, 

• Retail banking: Profitable geogr^lc expansion requires acquisitions and scale. 
Entering maricets on a de novo oi% basis does not work. We successfully 
expanded to California. Texas, Florida and New York via acquisition and de novo 
branching, We were unsu<x»ssftjl In expanding in Chicago, Atlanta, Denver and 
Phoenix on a de novo only basis. Store site selection is vital and we need more 
stores with drive ups in many markets 

• Card Services; Growth via penetrafeng the W^u customer base was profitable 
and executed very well. Credit costs for the entire portfolio are much more 
correlated with geographies experi^cing housing price declines than was 
previously modeled. We are now factoring this into our aedit decisicxning. 

• Commercial Group; By maintaining our portfolio underwriting standards while 
others were loosening standards to the ccxiduit market standards, will likely 
come through this cycle in much betta- position frian others. We had some minor 
credit issues when we entered the New York market, txjt we quickly adjusted our 
undeiwiting and programs. 

• Capital: We optimized capita utilization with aggressive share r^urchase. We 
were wise in determining that risk adjusted returns on new assets were too lew 
and share repurchase was superior to asset growth. Howeva", building of capital 
would have been an even better alternative givai the severe down turn in 
housing prices. While the capital markets will always pressure us to return 
excess capital to shareholders, we should maintain an on going dialog regarding 
the benefits of retaining extra capital at certain points of the cycle. 

• Liquidity; Liquidity can and will change overnight. We were very fortunate to 
have diversified our funding sources when the capital markets were liquid. When 
illiquidity hit. we had good flewbility to grow our FHLB advances. The value of 
core retail deposits was reinforced in the liquidity crisis of ttie past few months. 

• Models: Statistically driven models don’t work in extreme conditions. The Basel 
II capita! framework and other forms of risk based capital models indicated we 
had significant surplus capital. None of these models adequately picked up 
extreme conditions affecting housing prices. Reserving models are similarly 
challenged in that they rely on historic data which may be out of date. All of this 
argues for using common sense and some subjective judgments rather than 
running the business solely on models. 

• Concentration; In retail banking, high market share is highly correlated with 
profitability, Accordingly, it Is best to have a strategy of concentrating limited retail 
banking store resources in good long term growth markets. On the other hand, 
geographic concentration of loars can present significant challenges. This has 
certainly been an Issue for WaMu with our residential loan concentration in 
Califex’nia and Florida. In tfie ftjture, we should continue to concentrate our retail 
stores in a few key markets, but we must better diversify our assets on both a 
geographic and asset type basis. Regulators and the ratings agendes will 
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reinforce this view by essenti^ly ftwoBig all mono line companies to diversify or 
become part of larger, mcs’e cfivwsifled companies. 


Our Near- Tmn Focus 

!n order to achieve our long term olyeciives, we must get throu^ the next couple of 
years in a safe and sound manner. We will do ail we can to return the company to 
profitability in 2009 by crisply executir^g our plans. This Is not the time for bold growth 
initiatives or taking on high risk activities. (Xlr near-term approach is focused on five 
areas, which you will see reflected in ail the business line discussions and in the Long- 
Range Forecast that Tom will discuss with you: 

1. Preserving Capital and Liauiditv . The recent capital raising transactions have given 
us a strong capita! position, but we need to be vigilant in protecting our base by 
effectively maiaging asset quality and allowing our balance sheet to decline. By the end 
of 201 0. we expect the balance sheet to decline to $262 billion, from $328 billion at the 
end of 2007. This will help us retain maximum capital flexibility and liquidity until 
conditions change. Cca^ retail deposits are expected to be a growing part of oir liability 
stiTJCttre vyrfiidi should further increase our flexibility to borrow from the FHLB if needed. 
By 2010, we expect retail deposits to grow to 71% of liabilities. 

Our planned balance sheet reduction assumes continued declines in the sub prime, 
option ARM and hybrid ARM portfolios. We do not assume major asset sales, but this 
could ctiange if market caiditions improve. As mentioned earlier, we expect our 
residential assets to dedine as a per cent of total assets. 

2. Managing Credit Risk Exposure . We will strive to limit new asset quality problems 
by maintaining tight undenATiting standards for all product areas. We will continue to 
aggressively manage our credit card lines and will continue to adjust home equity lines 
of credit to changing housing market prices and updated FICO scores of our customers. 
For our existing portfolios, we will use ail means to minimize credit losses. We will 
modify loans whenever it makes sense for the borrower and WaMu. We will partner with 
non profits and participate in various GSE and Government programs. We will foredose 
and sell properties when that is the only viable alternative. We will also explore 
segmenting certain higher risk portfolios (e.g. sub prime) and potentially selling those 
portfolios if market conditions and valuation levels improve. Many banks, including 
WaMu, will consider separating a good bank from a bad bank if it would likely lead to 
improved valuation of the company. 

3. Investing in the Retail Franchise. We view our retail banking franchise as the key to 
our long term future. It is our largest aid most valuable franchise. Accordingly, it Is 
important that we continue to invest in the franchise. We will do this by growing our 
customer base, adding new stores in targeted markets, increasing our cross sale ratios, 
improving our customer satisfaction scores and dosing under performing stores. We 
see above average growth opportunities in small business and the mass affluent 
sectors. We will also prune under performing stores and exit markets where we are 
unlikely to achieve critical mass and profit^lity. Chicago is a particulariy difficdt market 
and we will e>^lore sale or shut down of that franchise. 
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4. Changing WaMu's Effidencv and Pfoduc^ivitv Profile. Prdect Restart is a majCM" 
initiative that will prioritize our rescR.HX»s, realign our organization structure, decease 
management lay^s and increase spans cfcortrol, increase accountability, reduce 
bureauaacy and, of course, reducing or cost stmcture. We expect our annual 
operating expenses to decline by Lp to $1 billton as a result of this work. We will protect 
resources required to improve our compliance and control initiatives. 

5. Improving our Regulatory and Credit Ratings . It is important that we improve oir 
CAMELS rating for safety and soundness and compliance to a 2 rating. We were 
recently downgraded to a 3 rating for safety and soundness, primarily as a result of 
detericxating asset quality and the q^erating losses resulting from extraordinary loan loss 
provisioning. Ttiis downgrade significantly increased otff FDIC insurance premiums. 

Our compliance rating was dovwngraded to a 3 rating last year when we were also given 
a cease and desist order for our AML/BSA program. These ratings are unacceptable 
and we will do all we can to earn hi^ier ratings. The safety and soundness rating will be 
some\Afriat dependent on housing market conditions. But we must improve those tilings 
within our control. 

With the rating agencies, the credit crisis has resulted in a series of down grades. Our 
recent capital raise stabilized our ratings, but the rating agencies will be a diailenge until 
our credit quality improves. Our goal is to maintain our current ratings (BBB- for the 
holding company and BBB/+ for the bank) for the next twelve months as we work 
through the peak of tiie credit cycle. Longer ternn, we will strive for an A rating. 

Our Long-Term Strategy 

Our long-term strategy is to build a top quartile performing financial services company 
whidi isfoojsed on consumers and small businesses, but is mwe div«^ified and less 
reliant on residential loan assets. In otfter vwxds, we want to accelerate the long term 
evolution from mono line thrift to a diversified bank. This evolution will likely require a 
transfcxming acquisition or merger at some point in the future. The following are key 
elements of our longer term plan to increase performance and improve diversification. 

1. Leveraging the Retail Franchise and Braid . There is an opportunity to expand our 
product offerings and to better leverage our retail network. Our product set tends to be 
narrower than that of other major barti^s. We have done a good job of driving in new 
households and depositor fee income, but we can do better in growing deposits. Recent 
research indicates that WaMu has the highest brand awareness for customers with 
deposits of less than $100,000, but our portion drops for customers with over $100,000 
of deposits. Research also shows that we excel in being considered for personal 
checking, mortgage loans and CDs, but we lag In being considered for investment 
services and larger deposit relationships. In addKion to the mass affluent and small 
business markets discussed earlier, we need to review opportunities in student lending, 
auto loans, personal loans, securities and mutual funds, insurance, mid market business 
banking and equipment financing \Afrjere we have little to no presence. The goal is to 
earn much more of our customer's wallet share through improved product offerings, 
better pad<aging and incentives and better training of our people. 

We will continue to aggressively build our on line capabilities as this channel is growing 
and is especially important to younger customers. We are very proud of our top market 
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position for growing checking a(Xomts on line. Our on line deposit balances are 
expected to double in 2009 and we will continue to broaden product offerings. 

We alaD have great cpptxtunities in the rapidly Rowing Hispanic mail^ets. Research 
shows a high propensity of Hispanics waitirtg to do business with WaMu. To date, we 
have gained above normal market share witoout targeted programs or packaging to the 
Hispanic market. 

2. Business Diversification . We will seek to diversify our business model to lower our 
earnings volatility and improve our risk ii^ofiie. Diversification away frcxn residential real 
estate will occur naturally as we grow our card services, muHi family and commercial real 
estate portfcrfios. However, in comparison to otoer leading banks, we have much lower 
balances of commercial loans and leases, c^struction loans, auto loans and otoer 
consumer loans. It is unlikely that we can become meaningful players in these spaces 
throu^ de novo e>toansion. The mwe likely cfirection will be to consider acquisitions or 
mergers which could meaningfully change our asset and business mix profile. Our goal 
will be to em^'ge from the current aedit crisis wth a strong capital portion and to 
consider opportunities as they become available. We do think that the credit crisis will 
expand to otoer asset categories and we may find our credit costs peaking ahead c^ 
others. 

Examples of diversifying combinations might include combining with mid sized 
commercial banks like Key, Fifth TNrd, Nat City, Bank of the West or PNC. Anoto®" 
example wcKjld be acquiring a mono line company like AmeriCredit or CIT. Or another 
consideration would be a merger of equals with someone like Capital One or US Bank. 
All of toese examples are for illustrative purposes only Our immolate priority is to 
exetxite our short term business Initiatives. 

3. Productivity and Accountability . We are committed to building a cuKure of continuous 
productivity improvement and personal acccwjntabiiity, which are the keys to 
competitiveness in the modem finandal economy. This requires that every part of our 
wganization embrace productivity as a personal goal. We need to achieve positive 
operating leverage in each of our businesses. Project Restart gives us a good 
opportunity to examine how we are organized and how best to achieve productivity and 
accountability. Our company is more focused and is less complex than it was when we 
had a large mortgage banking operation. We have also pruned some smaller business 
lines over the past couple of years and we wll likely reduce our geographic footprint of 
our stores. This should allow us to greatly simplify how we operate. 

As a side note, WaMu was a lean company operating at a sub 50% operating efficiency 
ratio prior to its acquisition of the mortgage banking companies of PNC, Fleet, Homeside 
Lending and North American. These mortgage banking companies added greatly to our 
complexity and required an enormous expansicwi of corporate support. As we downsize 
our mortgage activities, we should be able to return to a much leaner and mc^ focused 
company. 

4. Customer lovaltv. We must continue to imfxove our customer loyalty. Baniring is a 
commodity business where location and service are the major differentiators. 
Competitors are improving their customer service and WaMu's historic advantage in this 
area is eroding. We still maintain a strong service culture with our front line employees 
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which must be maintained. However, vi« need to invest more In training and oDmplaint 
resolution processes to improve our customer’s experience. James will disoiss how we 
are approaching this in our financial center system. 

4. Compliance and Risk Management . We are committed to building the internal 
capabilities and controls necessary to si^jport our business initiatives and risk 
profile. We will maintain a culture where compliance and risk management 
disciplines are imbedded in the company’s culture. We are not satisfied with where 
we are today and will invest in peq^le, training and systems to reach our goal of 
consistently maintaining a compliait and strong control environment. 

The Long Range-Financial Forecast 

Our bass case utilizes the focward yield curve fw interest rates and assumes nominal 
GDP growth and continued weak housing conditions. Based on these assumptions, we 
expect earnings to rise from a loss of $6 billion in 2008 to $800 million in 2009 aid 
billion in 201 0. The earnings leverage reflects the return to a more normal aedit 
environment and successful execution of our operating plans. Importantly, our capital 
ratios remain strong throughout this period with the tangible common equity to asset 
ratio remaining above 5% and our tangible equity ratio remains above 7 (versus 

5.5% long term target). 

We also tested the financial projections agarist other scenarios. The recession scenario 
produces lo'wer earnings because of higher credit loss assumptions. In this case, 
earnings are $500 million in 2009 arvi $2.5 Mlion in 2010, 

It is worthwhile noting our preliminary outlook for earnings in 2011 and 2012. These 
periods reflect a feirly normal credit environment. Under our base case assumptions, 
earnings rise to $3.5 billion in 201 1 and $4.0 billion in 201 2. 

Tom will review all of the assumptions in the tong range forecast. For the next couple of 
years, credit ossts dominate the cxjtoome. We believe our aggressive loan loss 
provisioning in 2008 will allow provisions to decline materially in 2009 and beyond. But 
this is highly dependent on the housing market forecast. John McMurray has provided 
his thoughts on lifetime losses for our residential portfolios. These assumptions appear 
reasonable and this suggests that we will have provided most of the projected lifetime 
losses in 2008. But we will continually monitor and update our projections based on 
actual housing market conditions. 

Shareholder Value Creation 

Our stock price performance over the past tvi^lve months has been terrible. We have 
declined from the low 40s to less than $8 per share. Financial stocks have 
underperformed the stock market and those of us with residential real estate exposure 
have been particularly poor performers. Most mortgage mono line companies have 
gone out of business or are being merged at v©y low prices. Stock prices of banks such 
as WaMu (-80%), Downey Savings ( -92%), Countrywide (-86%). Nat City (-83%) and 
Wadiovia (-60%) with heavy mortgage exposure have been hit especially hard. 
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Poor performance over the past twelve monfris has brought down our long term 
performance to being in line with the S & P 5CX). including reinvested dividends, a 
$1 0,000 investment in WaMu vtien went public in 1 983 has grovm to $1 ^.OCX). The 
same investment in the S & P 500 would have grown to $150,000. We have had many 
periods of underperformance since becoming a public company. However, the past 
twelve months is by far the worst relative performance we have ever experienced. 

The silver lining in our ortrent low valuaticxi is the opportunity for investors to make high 
returns from current levels. As I mentioned earlier, the majority of otr shareholders have 
bought WaMu within the past six mcrrths at cost basis ranging from $8.75 to about $12 
per share. Our focus is to create shareholder value by executing our plans and returning 
the company to good profit^ility. 

To create value for our shardiolders, we need to protect our capital and to minimize the 
iikelihcxxl of having to raise new capital at distressed prices. We need to reduce 
operating costs, aggressively manage aedit costs, protect and build oiff retail banking 
franchise and execute crisply. Over the next twelve months, we expect the stock to sell 
at a price related to tangible book value with some variation for concerns that we may 
need to issue additional cai^tal. Orrce we return to profitability and investors can see the 
end of the credit cycle, we should begin selling on earnings expectations. Based on our 
long range forecast, we could see an excellent total return for shareholders over the next 
three years. 

Risks to tlie plan 

The risks of successfully executing this plan are above average. We feel good 
about the things we can control. I think tiie probabilities are high that we will 
successfully reduce costs and execute our key operating initiatives. However, no 
one knows when housing will stabilize, if the economy will go into a prolonged 
downturn, if the regulators will take more aggressive actions, if the rating agencies 
will aggressively downgrade banks, if inflation rises and the Federal Reserve feels 
compelled to raise rates, if liquidity becomes even tighter and something happens to 
our ability to borrow from the FHLB or If consumers panic and we face a run on 
deposits. ( suppose these and other risks like a major earthquake in California and 
receiving a hostile low ball takeover attempt could keep us all up at nights. 

AH we can do is to carefully monitor all of the risks and to quickly respond to 
changing market conditions. 

People initiatives 

We have assembled a strong team capable of executing our plans. We will continue 
to upgrade talent as necessary, but this team can successfully take WaMu to the 
next level. 

Project Restart gives us an opportunity to reorganize the company in a way that 
expands individual accountability, broadens job responsibilities and reduces layers 
of management. We expect to reduce our senior manager ranks from 223 to about 
150 over the next few months. Daryl, Steve Rotella and I will oversee a project with 
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McKInsey to evaluate how best to CM^^ize, have clear accountability and minimize 
bureaucracy in the organization. 

Given the challenging business environment and the poor performance of our stock 
price, our employees are scared and morale is lower than normal. People love the 
WaMu culture and values, but they are cc»icemed about the future. Head office and 
support people know we are working (x» project Restart so there is some fear around 
job security. Other faded's impacting people are reduced net worth from declining 
stock prices and home values and reduced income from lower bonuses. People in 
our retail stores are doing better because employment is generally rising and their 
incomes have remained pretty good. However, our retail store employees located in 
markets where housing prices are dedining are being stressed by dedining housing 
prices. 

To counter these challenges, we are communicating frequently and executives are 
being quite visible by doing town hall meetings, brown bag lunches, small group 
meetings, large group meeting, videos, etc. 

Our diversity initiatives are making progress. Similarly, our talent development 
Initiatives have increased the percent of people hired Internally to fill senior position 
openings. 

We need to fully engage our senior and executive leaders in WaMu's turn around. 
Past equity grants are deeply under water, so their retentive and incentive value is 
quite limited. Our pay programs have not produced targeted pay levels for several 
years as cash bonuses were low last year and equity awards have not produced 
good economics. We used highly leveraged equity based pay programs more than 
our competitors. This worked fine when we were doing well, but presents risks of 
turn over \Artien there are prolonged periods of under performance. Our biggest risk 
will be in those positions where skills are easily transferred to non financial services 
companies. We are working with the HR Committee to develop plans which align 
our executives with shareholder interests and aids in our efforts to retain and 
motivate the team. 
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HicKok, Bruce I 


Frcwn: 

Sant: 

To: 

Subject: 

SensiH^ty: 


Ancely, Zaika A 

Thursday, April 14, 2005 10:03 AM 
i 

FW: Fitch - L^C Review 
Prhmte 


FYI, insight on the subprime product at LBMC fw ALLL and high risk lending initiative. 


— Oiginat Nessage — 

From; R 

Scsnt; Thuisday.AprttH 2005 9:51 AM 

To! Kuczsit, Richaitl A; Gtas®', Howaid M; Maik E; FianMto, Benjamin 0; Anc^, Zatka A 

Sueiedb FW: Fitd) - L&C Review 

SmsitMty: PrivatB 


— -Original Menage — 

Rtm: Steve } 

Sent: Thw^, A^ 14, 2005 9:32 AM 

To: David R 

Subject: RE: Fitctt 

SiNiaMvIty: Private 

As e)^ect6d big difference In performance based on vintage year. Perfonnance improves noticeably in 2003 and 2004 
ckie to higher FICO scores. Data indicates thm minimum oitoff FICO scores were raised substantially by a ma^itude of 
76 to 10(a>p. hiterestingly, performance improves dramatically after 2001 for the first Hen FR portfolio. However, 
performance in^ovement for the junior FR and ARM portfolios does not occur until after 2002. Average FICO score 
highest for junior liens. Average FRM FICO score about 25bp higher then average ARM FICO. This suggests that there 
are dtfferwit minimum FICO cut off scores for each product line. Performance data for 2003 and 2004 vintages s^p^r to 
a pproximate industry averag e while issues prior to 2003 have hornPld ’jj&loi^nce. " ' ~ ^ 

ForFRmpsses, LBMC fi nished in m top 12 worst annualized NCLs in 1997 and 1999 thru 2003 lBMC nailed down 
the number 1 spot as top foser with an NCL of 14, 1 % in 2000 and placed 3rd in 2001 with 10.5%, Number of issuers 
ranged from 21 to 50. The Deutsche Bk report did not have any data for 2004 for FRMs or ARMs. For ARM jo sses, 

LBMC i«ally outdid ihwnselves with finishes as ofto of t^ top 4wofst perfonofifS from 1399 thru 200^T5-Tpecific ARM 
deals, LBMC made the top 10 worst deal list from 25oo thru 20^. lBMC had an extraordinary year in 2001 when their 
securitizations had 4 of the top 6 worst NCLs (range: 1 1 .2% to 1 3.2%). 

Although undenwriting changes were made from 2002 thru 2004, the older issues are still dragging down overall 
perf<^nce. Despite having only 8% of UPB in 1st lien FRM pools prior to 2002 and only 14.3% in 2002 jf. lien pools, 
delinquencies and NCLs for most of period graphed from 1 1/02 thru 2/05 and was 2nd worst in 
NCLs In 2005 of 10 issuers graphed, Desprte having only 27.6% of UPB in issues prior to 2003, LBMC managed to 
slay at the top of the leader board for most of the period in serious delinquencies and NCLs /\t 2^ LBMC wa8 #1 wito 

UZ^kdafilKluercyrate. lndMaYmiattintl8.:^%. At aos, LBMC had a historical NCL rata'Sf^^sSSkirauS'r" 
ck»wt competitor by.^bj> and tripling the inckwtry average. ' '■»" a 

Have a mystery on seasoning charts. In reviewing cumulative toss rates and annual NCLs. For some unknown reason 
there IS a steep drop in the loss curve around month 55 for both ARMs (140bp) and FRMs {70bp), which 1 am at a toss to 

avrhiaifh ' ' 


i am reviewing the Option One data now and will send you another e-mail later today. Say hello to Roy Dennis and Kirk 
for me if they are still around. ’ 

Steve B. 
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Federal D«po«M Insurance Corporation 

Division of Supervi»<H> and Cortsumer ProiecSw^ 

San Frantisco Regional CHfice 

25 Ecker Street Suite 2300 

San Frar»cis«>. C^fomia 94105 ‘ — 

415.546.0160 . ... _ 



State of Washington 
Departinent of Finandat institutions 
Division of Banks 
POBOX41200 

^ympia, Washington 9^04>1200 
360.902-6704 


January 13, 


Board of Directors 
Washington Mutual Bank 
1201 Third Avenue 
Seattle, Washington 98101 

Subject: Joint Visitation Dated October 14. 2003 


Members of the Board: 


D •>--A/CAs 

□ W/o-aMf ■ ^ 

O^^.Th‘tE i 



2004 


2';! 


K? 


We enclose the October 14, 2003, joint viatalion report of Washington Mutual Bank, FDIC Examiner Kenneth J. 
Kroemer and Stale Examiner John Ransom prepared the visitation report. The purpose of the visitation was to 
review management’s progress towards addressing examination findings resulting from the March 17, 2003, safety 
and soundness and information technology Reports of Examination and to prepare for the upcoming examinations 
that are scheduled to begin on March 1 5, 2004. In addition, three issues that arose since the examination were 
explored and discussed with management. These issues included the unanticipated negative gain on loan sale 
incuned by the company’s consolidated mortgage banking (^ration during the third quarter of 2003, the disclosure 
of unsatisfactory underwriting practices at affiliate Long Beach Mortgage Company, and the realignment of 
management and Ihe business units. 


The examiners concluded that: 

• Management's progress toward addressing safety and soundness and information technology examination 
findings is satisfactory. 

• Financial performance was maned by prc^iems during the third quaner, but the bank's financial condition 
remains satisfactory. 

• Issues in the mortgage banking operation impacted the quality of earnings and the effectiveness of 
management. 

• Tlie culture, practices, and systems at Long Beach Mortgage Company are inconsistent with the lending 
activity of the bank. 

• The abandonment of Optts 0.2 represents a signiftcani management/technology failure. 

We understand that a major corporate reorganization is in process and plans are being or have been implemented to 
a<Mre$$ mortgage banking weal^esses, practices at Long Beach Mortgage Company, and information technology 
strategies. 

The Board is encouraged to review the visitation repoit. although no formal response is requested. If you have any 
questions, please contact Assistant Regional Director J. George Doerr or Senior Examiner Stephen P. Funaro of the 
FDIC at (206) 284-1 112 or Program Manager Michael Abe of the Stale of Wa.shington Department of Financial 
Institutions at (360) 902-8704. 


Sincerely, 


Nancy E. Hall 
Regional Director 

Federal Deposit Insurance Corporation 


Oanr r / a 

David G. Kroegcr 

Director of Banks 

State of Washington 

Department of Financial Institutions 
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Report of Visitation 


09576 


Background 

The FDIC and Washington State Department of Financial Institutions {DFI or State) visited 
Washington Mutual Bank (WMB) from 1 0/14/2003 to 12/1 1/2003. The visitation was conduct^ 
concurrently with rq)resentatives of the Office of Thrift Supervision (OTS). The purpose of the 
visitation was to perform an interim assessment of WMB’s financial condition ^d performance, 
follow up on outstanding issues from the 3/17/2003 examinations, and prepare for the 3/15/2004 
examination. In addition, three issues that arose since the examination were discussed with 
management: 

• The unanticipat^ negative gain on loan sale inanred by Washington Mutual Inc.’s (WMI) 
consolidated mortgage banking operation during the third quarter of 2003; 

• The disclosure of unsatisfactory und«writing practices at sub prime lending affiliate Long 
Beach Mortgage Company, Inc. (LBMC); and 

• The resultant reali^ment of managemwit and the business units. 


Summary 

Like WMI, WMB’s financial performance during the third quarter of 2003 was marred by problems, 
but the btmk's condition remains satisfactory. Issues in WMI’s mortgage banking operation and at 
LBMC impacted the quality of earnings, adequacy of capital, contingent liquidity, and the 
effectiveness of management throu^out the entire organization, A major corporate reorganization is 
in process that is intended to address outstanding issues. 

Management’s progress toward addressing Examination Findings from the 3/17/2003 examination was 
reviewed and found to be satisfactory. 
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by 
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Report of Visitation (Continued) 


09576 
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Report of Visitation (Continued) 


09576 


Redacted 

by 

Permanent Subcommittee 
on Investigations 


LONG BEACH MORTGAGE COMPANY 

LBMC is a non-bank afTtliate of WMB and WMBFA. It securitizes and sells sub prime residential 
loans originated through brokers. 

An internal residential quality assurance (RQA) report for LBMC’s first quarter 2003 sub prime 
lending product was issued as of 7/31/2003. It concluded that 40% (109 of 271) of loans reviewed 
were considered unacceptable due to one or more critical errors. This raised concerns over LBMC’s 
ability to meet the representations and warranty’s made to facilitate sales of loan securitizations, and 
management halted securitization activity. A separate credit review report was completed by 
Corporate Credit Review on 8/29/2003 that reached similar conclusions and disclosed that LBMC’s 
credit management and portfolio oversight practices were unsatisfactory. 

The inability to securitize and sell new loan production caused LBMC’s warehouse to increase by 
approximately $1 billion per month to $5 billion at the end of November 2003. The increase was 
flinded through borrowing lines from affiliates and other creditors. LBMC President Troy Gotshall 
stated that he hoped a S3 billion securitization and sale transaction could occur during January. 

Unless a sale transpires soon, liquidity will be strained. One element of LBMC’s contingent liquidity 
plan includes the potential sale of warehouse loans to the insured institutions. 

A review of loans in the mortgage pipeline and warehouse commenced under the direction of EVP and 
Senior Legal Counsel Fay Chapman to determine the extent of the problems. Approximately 4,000 of 
the 1 3,000 loans in the warehouse had been reviewed by the end of November 2003; of these, 
approximately 950 were deemed saleable, 800 were deemed unsaleable, and the remainder contain«i 
deficiencies requiring remediation prior to sale. 
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Report of Visitation (Continued) 


09576 


It was reported separately that of 4,500 secuiitized loans eligible for foreclosure, 10% could not be 
foreclosed due to documentation issues. 

President Gotshall stated that the problems were largely attributable to management’s decision to 
inte^ate LBMC’s sub prime loan origination and servicing operations into WMI’s prime home 
lending program. This integration began in 2000 and continued through 2002. It now appears that 
some loans originated and securitized during that period may not have meet the representations md 
warranties made in the pooling and servicing agreements and therefore are contingent liabilities to 
LBMC since they could be put back by the investors. EVP Fay Chapman acknowledged the potential 
contingent liability, but stated that management has not quantified the exposure. The outstanding 
principal balances of loans securitized and sold during this time period totals approximately $1 1 
billion. 

Senior Vice President (SVP) John Robinson was appointed to LBMC’s three member board of 
directors in December 2003. The other members are Chief Financial Officer Tom Casey and EVP 
Craig Chapman. The board met on 12/05^1003; the prior meeting was back in July. SW Robinson 
acknowledged that oversight of LBMC had been in^equate. The culture, practices, and systems at 
LBMC are inconsistent with the lending activity of WMB, and it remains to be seen if LBMC can be 
effectively assimilated into WML 


Status of Findings from Prior Exarmnatlons 

Management continues to monitor examination findings and responses through a “finding matrix” 
which is also used as the response to the Report of Examinations. Internal Audit reviews the 
responses to determine if the responses are sufficient to “close” the issue. We worked jointly with the 
OTS to review management’s progress in addressing the findings. 

Management has implemented action plans to address the Examination Findings from the 3/17/2003 
examination. Satisfactory progress was noted, althou^ many action plans are still in process. 

Internal Audit had not yet assessed the status of all of management's responses; this should be 
completed in the first quarter of 2004 and will be reviewed during the 2004 examination. 


2004 Safety and Soundness Examination 


The 2004 examination is scheduled to commence on 3/15/2004, and the onsite planning phase will 
begin on 2/17/2004. Coordinating efforts are underway for the joint examination of WMB and 
concurrent examinations by the OTS of WMI, WMBFA, and Washington Mutual Bank, fsb. In 
addition, joint Information Technology and concurrent Compliance examinations will be conducted. 

A joint entry request package, or PERK, was presented to the bank in December 2003. The FDIC, 
State, and OTS continue to work together to present a joint request package to eliminate duplications 
and ^se the burden of data collection. 
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Report of Visitation (Continued) 


09576 


Information Technology 

The visitation included an Information Technology (IT) component. WMI’s IT environment includes 
over 200 application systems, many of which were not integ^at^ after acquisition. Many of these 
systems are relatively unique to WMI and operate in diverse locations with a variety of operating 
systems, application systems, and disaster recovery plans. 

This visitation disclosed that management has made notable progress in addressing the Examination 
Findings fiom the 2003 IT examination. However, the issues encounters! in the mortgage banking 
operation during the third quarter had a clear IT component and demonstrated the potential impacts of 
the current IT environment. Management announced its decision to abandon Optis 0.2 at the end of 
the visitation. The abandonment of Optis 0.2 repres«its a significant management/technology feilure. 
Management has a plan to address mortgage technology needs, but until the plan is implemented, IT 
exposure will remain high. 


Visitation Findings 

Visitation findings were discussed with SVP Robinson and Vice President Wedell on 12/9/03, and will 
be presented to executive management at the 1/22/04 Quarterly Regulators Meeting. 
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MEMORANDUM 

Date: April 17, 2006 

To: Board of Directors’ Audit Committees of Washington Mutual, 

Inc. and Washington Mutual Bank 

From: Randy Melby, General Auditor 

Re: Long Beach Mortgage Company - Repurchase Reserve Root 

Cause Analysis 


During 2005, Long Beach Mortgage Company (LBMC) experienced a dramatic 
increase in the volume of loans repurchased under recourse provisions. Total 
losses incurred in 2(X)5 were approximately $107 million, resulting in a reserve 
shortfell of $39.5 million that was captured in the year end financial statements, 
and an additional $35 million that was id^ti^ed subsequent to year end and was 
recorded in the first quarter of 2006. In response to these events, Deloitte 
reported a Significant Deficiency to the Audit Committee in February 2006. Audit 
Services (AS) executed a post mortem review of control and process 
breakdowns, the results of which are disclosed in this document. 

Backaround/Scope of Review 

LBMC originates sub-prime loans and holds the loans in portfolio or sells them 
through securitizations or whole loan sales. During 2004. LBMC made various 
changes to credit approval parameters, whicti increased the company’s overall 
CTedit risk exposure. In addition to these changes, in mid 2005, LBMC shifted 
from a securitization to a whole loan sales program to execute a higher price in 
the market, thereby increasing the gain on sale of loans. Unlike securitizations, 
the whole loan sales program included an early payment default (EPD) provision 
that required LBMC to repurchase loans if the first payment due to the investor 
was not remitted by the borrower and not cured within $0 days of payment due 
date. Due to the company's heightened aedit exposure LBMC experienced a 
dramatic increase in EPO’s, during the ttilrd quarter of 2005. The EPD recourse 
provisions of whole loan sales agreements led to a large volume of required loan 
repurchases. The unpaid principal balance repurchased as a result of the EPD 
provision for the year ended December 31, 2005 was $837.3 million. The net loss 
from these repurchases was approximately $107 million. LBMC failed to 
recognize the additional credit risk exposure, increased recourse related to 
EPD's, and as result, did not record an appropriate (eve! of repurchase reserves 
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LBMC Repurctiase Reserve Root Cause ^^lysis 
April 17, 2006 

for the EPD obligations assumed in those sales. As a result, gains on those sales 
were overstated and were not corrected until tiie first quarter of 2006. 

At the request of executive management and the Audit Committee, AS performed 
an independent assessment of the conditions that led to these losses to identify 
any underiying governance, accounting or irrternal control related weaknesses. 
We reviewed existing assessments performed by LBMC, Home Loans, and 
Enterprise Risk Management (ERM), interviewed management across the 
enterprise, and performed select validation and data analysis testing, as 
appropriate. 

Summary and Conciusions 

Since the discovery of these losses and the formal reporting to executive 
management and the Audit Committee, management began conducting an 
immediate and comprehensive self assessment of the overall confrol 
weaknesses and related root cause analysis. Our review found that management 
has self identified the material control weaknesses related to this issue and has 
estaUished, or is in process of establi^ing, repeatable and sustainable 
processes to address these weaknesses. 

VWtile Management has the responsibility of timely risk detection and mitigation, 
the strength of the overall control environment is supplemented by the roles 
played by ERM and AS. Our assessment identified several control weaknesses 
and underlying root causes within Management’s responsibility as well as 
weaknesses in tiie support roles played by ERM and AS. 

Management Control Weaknesses 

• in 2004, LBMC relaxed undervwiting guidelines and executed loan sales 
with provisions fundamentally different from previous securitizations. 
These changes coupled, with breakdowns in manual underwriting 
processes, were the primary drivers for the increase in repurchase 
volume. The shift to whole loan sales, including the EPD provision, 
brought to the surface the impact of relaxed credit guidelines, breakdowns 
in manual underwriting processes, and inexperienced subp^ime personnel. 
These factors, coupled with a push to increase loan volume and the lack 
of an automated fraud monitoring tool, exacerbated the deterioration In 
loan quality. Additionally, an effective cx)mmunication process to advise 
the production team of early indicators of deteriorating loan quality was not 
in place. As a result, the production team lost opportunities to take timely 
corrective actions. 

• Strategic decisions were made by LBMC executive management without a 
comprehensive understanding of the impact to LBMC or Washington 
Mutual Inc. (WMl). 
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LBMC Repurchase Reserve Root Cause An^ysis 

April 17, 2006 

• LBMC executive management did not always involve corporate ERM, 
Legal, Finance. Capital Markets, and other key subject matter experts, 
and frequently did not leverage the expertise of these groups in making 
key business decisions. As a result, an ineffective escalation process 
allowed LBMC to take on material additional credit risk without corporate 
executive management's knowledge. 

• LBMC did not have appropriate expertise or an effective business 
governance process to properly assess the impact and approphateness of 
key business model changes. Consequently, repurchase reserves were 
not appropriately established and 0 |:^rtunities to accelerate collection 
activities ^at may have avoided some of the recognized losses were lost. 

Management Corrective Actions 

• Prior LBMC executive management has been replaced with a new 
exeojtive management team and LBMC has been realigned under the 
Home Loans Group. Additicnally, organizational changes in Enterprise 
Risk Management vwll strengthen overall corporate govamance and 
escalation processes. 

• New LBMC management has reacted quickly to the seif identified control 
weaknesses and root causes of diminished loan quality and has currently 
suspended Vk^iole loan sale programs. As whole loan sale programs are 
reinstated, management has committed to an appropriate governance and 
review process. Management has proposed new underwriting guideline 
changes, implemented an automated fraud detection tool (DISSCO), 
developed tools to assist the underwriter In the risk assessment process 
have been, conducted training sessions for loan fulfillment center 
employees and implementing a decision quality monitoring process and a 
post-funding file review process. Management has also implemented 
mandatory continuing education programs for underwriters with plans to 
expand the continued training to senior and closing loan coordinators. 

• LBMC is developing improved reporting, analysis and credit quality 
information flows by focusing ^ the impact of layered risks, designing a 
feedback mechanism to business line originators for first payment and the 
EPD and evaluating risk factors. Additionally, servicing processes are 
being reviewed for process and system changes to increase customer 
contact and enhance communication between the business and servicing 
through review of month end default repcvts. 

Corporate Risk Management Control Weakness 

• WMI did not have a robust corporate governance process In place to 
quickly identify material changes in a line of business’ risk profile and 
ensure appropriate review and approval. Wiile ERM was actively involved 
with LBMC credit risk issues, lack of darity around governance structure. 
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LBMC Repurc^iase Reserve Root Cau^ 

April 17. 2006 

authority levels, and roles and responsibilities coupled with LBMC’s 
culture contributed to this tack of effective oversight at the corporate level. 

• The lack of a fully effective corporate a-edit governance process impacted 
other key coiporate groups su^ as Legal and Finance. For example, the 
Legal department was not directly engaged by LBMC to provide a legal 
opinion on the additional credit risk associated with the EPD provision. In 
addition. Finance within LBMC did not fully understand the related credit 
risks and expanded recourse and broader Finance support was not 
engaged until after the losses occurred to determine the proper level of 
reserves and overall accounting implications. 

• Credit Risk Oversight (CRO), as part of its Continuous CcMUprehensive 
Review Process, conducted weekly post-funding loan file reviews of 
LBMC in accordance to their mission of evaluating overall credit and 
compliance risk. Their reviews tested adherence to established 
underwriting guidelines but not appropriateness of the guidelines or any 
changes made to underwriting policies. In addition, a process did not exist 
to communicate any trends indicating deterioration in asset quality as 
CRO viewed credit quality as a responsibility of LBMC management and 
the appropriate committees within the LBMC structure. 

Corporate Risk Management Corrective Actions 

• A project team with representation from Legal, Accounting, Capital 
Mari^ets and Master Servicing was assembled and the following actions 
were taken; 

> Validated the completeness of the list of loan sales; 

> Completed a contract review of ail loan sales programs to evaluate 
legal liability; 

> Contacted impacted investors to begin resolution of outstanding legal 
liability and, in many cases settled the obligation; and 

> Used the latest servicing information to analyze delinquencies and to 
obtain the unpaid principal balance repurchase obligations resulting 
from the EPD provisions. 

Based upon these actions, an additional $34.6 million in reserve 
requirements was identified above the original $39.5 million reserve 
recorded in December 2005. This additional reserve amount was deemed 
immaterial to the year-end financial statements and will be included in the 
summary of unadjusted differences reported in the 2005 10-K. The 
amount will be captured In the first quarter 2006 financial statements. 

• Organizational changes In ERM have been made to more closely align 
ERM with business partners In each line of business, Senior risk officers 
have been named for each line of business that have a double reporting 
line to their respective lines of business and the Chief Enterprise Risk 
Officer. Additionally, a Chief Credit Officer has been named and will have 
an expanded role which will include oversight of Credit Risk and Corporate 
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LBMC Repurchase Reserve Root Cause An^sis 
Aprii 17, 2006 

Risk Oversight Groups. These r^lignments will strengthen overall 
corporate governance and escalation processes. 

Audit Services Control Weaknesses 


• Audit Services issued an "Opportunities for Improvement" report in 
September 2005 to LBMC. Issues were identified In the areas of net 
tangible benefit calculations, pricing, underwriting quality, documentation 
and underwriting approval, and the clearing of loan conditions. While 
credit issues were reported, this audit focused on operational risks as lA 
ladled the expertise to effectively evaluate the underlying credit quality 
risks. Furthermore, AS did not identify the shift from securitizations to 
whole loan sales and the additional r^urchase e)q30sure and financial 
statement Impacts associated with an EPD provision. 

• The risk assessment performed by AS to develop its 2005 audit plan did 
not flag the LBMC loan sale processes for audit, due primarily to the 
limited size of its annual loan sales as a perc^tage of the overall entity 
loan sale volume. 

Audit Services Corrective Actions 


• The 2006 audit plan includes audits of Long Beach Mortgage Origination, 
Processing and Underwriting, Loan Portfolio Management, Subprime 
Default, Long Beach Capital Markets, and a System Development review 
of LBMC's new loan origination system. The audits will include an 
assessment of the credit governance structure, as well as testing of the 
implementation and effectiveness of the ixoposed remediation efforts 
including implementation of he fraud detection tool (DISSCO), training 
and review programs, and proposed underwriting guideline changes. 

• Audit Services is actively recnjiting an audit credit manager and will 
regularly attend the Credit Policy Committee Meetings. 

Other Observations and Recommendations 

We believe the corrective actions taken by management will address the control 
weaknesses that contributed to these losses and strengthen the overall control 
environment going forward. To date, payment defaults declined in December 
through March and are on track to decline in April. As a by-product of this 
assessment, we noted the following additional observations and 
recommendations that may assist In the sucx^ssful remediation of the identified 
control weaknesses: 

• Establish a consolidated action plan for all open and in process 
remediation efforts for ongoing tracking, monitoring and reporting to 
executive management and the Audit Committee. 

• Review existing Credit Governance and oversight processes to ensure 
material credit quality issues are identified in a timely manner. 
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LBMC Repurchase Reserve Root C^se Angsts 
April 17, 20C6 

• Clearly define roles and responsibilities between Home Loans and ERM 
governance processes to ensure material risks are identified and 
escalated timely to exeoJtive management and the appropriate 
committees. This will include alignment with the Capital Markets 
processes at Long Beach with Home Loans current processes which 
include signoff from legal and acoiunting. 
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From: Killinger, Karry K. 

Sent: Thursday, April 27, 2006 2:54 PM 

To: Rotella, Steve <steve,rotelia@wamu.ii^ 

Subject: RE: Jax 


Thanks for the update. The Long Beach problems will no doub< be fodder fw the OTS to caution us from ramping up sub prime loans 
in portfolio. This may lead us to focus on the conduit and SMF pro^am to increase these assets for awhile. We may want to continue 
to sell most of the Long Beach originations until every one ^Is comf<»table wifli credit. 

I am glad to hear about the improved management in ladcsonville. I was down Uiere about a little ovct a year and a h^f ago and it 
was not a pretty picture, John Behrens is not only a good manager, but he really lives the right values from what lean see. 


Original Message 

From: Rotella. Steve 

Sent: Thursday, April 27, 2006 1 1:26 AM 
To: Killinger, Kcny K. 

Cc: Schneider. David C. 

Subject: Jax 

Had a great trip to jax. The mooddownthere was great. Lots of fantastic work going on in servicing, fullfillment, sales, iheEcc and 
other areas. John b^ois and his team and others arc doing great things and have really led the troc^s with lots of interactions and 
communications. Employee scores are up nicely as are Vocab and productivity. Prime delinquencies are at all time lows. I listened in 
on service and collections calls and the new leaders there have made significant imjwovemcnts. 

I can fill you in furthCT if you like. 

The major weak point was the review of Long Beach. Here are the facts: the portfolio (total serviced) is up 46% YOYthrou^ March 
but deiinqunciesareup 140% and foreclosures close to 70%. And as berens and his top default guy. Steve champney (outstanding 
addition by the way) said, they saw *no break in the rise in march*, the first time they have seen that in 25 years of collections 
experience. First payment defaults are way up and the 2005 vinuge is way up relative to previous years. It is ugly. 

The hc^eful news is that the servetng shop has been very poorly run, with mimua] and paper based techniques, and almost laughable 
penetration of the bad accounts. Early changes by the new team from HL. who have deep subprime experience, indicate a solid 
opportunity to mitigate some of this. I would expect to see this emo-ge in 3 to 6 months. That said, much of the paper we originated in 
the 05 growth spurt was low quality. 

This will impact our costs somewhat and could impact losses cwi owned product, but they need to do more work here. 

They also reviewed management changes that will occur veiy socm. We will take out some key players who are living in the 1970s 
and replace them with much better people. Ultimately we will relocate the functions to Jax but that is a task for later. 

I have the utmost confidence in the team overseeing this now and no dout4 this unit will be more productive and better controlled, but 
I figured you should know this is not a pretty picture right now. We are ail over it, but as we sew with repurchases, there was a lot of 
junk coming in 

I also asked the guys to woric with Beck's group to see if we could package and sell any of the bad portfolio product flat. I copied 
David S on this so he can follow up on this 


Sent from my BlackBeny Wireless H^dheld 
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From: Kiiimger, Keny K. 

Sent: Thursday, September 14, 2006 1:01 PM 

To: Rotelia, Steve <steve.rotella@wamu.net> 

Subject: RE: nat city mid-quarter update 


Thanks Steve. Agree on everytiiing. It's frustrating for aB of us, but tiie proper corrections seem to betaking place. Itvwll 
be good to see some progress as frie year goes on. HopefuHy, the sub prime fixes can be done quicker than the fmme 
fixes because they don’t require huge new system or tedtnofogy investinents. 


Confidential Notice: This communication may contain confidential and/or privileged information of Washington Mutual, 
Inc. and/or its subsidiaries. If you have received this communication in error, please advise the sender by rei:^ emaii and 
immediately delete this message and any attachments vntirout co(^ng or disclosing the contend. Thank you. 


From: Rotelia, Steve 

Sent: Thursday, September 14, 2006 9:19 AM 
To; Killinger, Kerry K, 

Subjed:: RE: nat city mid-quarter update 

Based on yesterday’s review, prime GOS has improved from July {approx 78 bps for August, up 43 bps) and should be 
up Q on Q. I would think Nat City, given they are exiting subprime, tlwough the sale of F Franklin are primarily referring to 
prime in their comments, so our experience would be similar so far. 

However, LBMC is terrible, in feet negative right now. In discussing this, firet position sub prime with “norma)" credit is 
getting a reasonaWe GOS (125-150). We are being kitied by the Brrgering movement of EPDs and ottier credit related 
issues, particularly in second position loans, through tire pipeline and warehouse. This will negatively impact overall GOS 
for the quarter. David Beck is pretty confident that as this stuff goes away and the newer product brought in with tighter 
credit flov/s through (beginning September) we will see improvemente. He is beginning to see that emerge. 

If there is one tiling I kick myself about, it was not moving much faster on Craig C. and my sfrong view and instincts that 
LBMC would be better managed in HL, But, David was new and I was giving Craig some room based on everything I 
heard about him, but we are cleaning up a mess. Repurchases. EPDs, manual underwriting, very weak 
servicing/collections practices and a weak staff. Other than that, well you get the picture. 

The good news is David and his team are pros and are all over it. Beck has a great team and are deaSng with capital 
markets well, Cheryl is drilling into tiie credit and has made significant change happen, and thank god we have Berens on 
the collections side. He did a presentation yesterday on where we were and where we are. I had seen this before, but 
the state of that shop was beyond mediocre. He has an intense focus on it and we are seeing improvements. But, the 
trends and likely tail on this is linger for awhile. 

The MSR has been doing OK. September is progressing well and is ahead of forecast. Right now, it is not a big positive, 
but frankly, it has receded to a second tier concern relative to LBMC. 


From: Killinger, Kerry K. 

Sent: Thursday, September 14, 2006 8:32 AM 
To; Rotelia, Steve 

Subject; FW: nat city mid-quarter update 
Steve, 


We have been pretty public in talking about over capacity in the industry and the terrible margins resultirrg from over 
capacity. I hope we don’t see other major players experiencirkg improving margins. Nat City sounds somewhat positive 
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here - both on Oieir margins and their MSR hedge perfomiance. I wony that our relative ftird quarter performance in 
Home Loans will not look good. 

Kerry 

Confidential Notice; This communication may contain confidential and/or privileged information of Washington Mutual, 
Inc. and/or its subsidiaries. If you have received this conwnurrication in error, please advise the sender by reply email and 
immediately delete this message and any attachments wthout copying or disclosing the contents, Thank you. 


From: Baker, Todd 

Sent; Thureday, Septanber 14, 2006 7:09 AM 
To: Magleby, Alan F. 

Cc: Kiliinga-, Kerry K.; Rotella, Steve; Casey, Tom; Schneider, Dawd C. 

Subject: nat city mid-quarter update 

See below key excerpts— note comments on GOS margins: 

Earning Assets, Net Interest Mar^n, and Net Interest Income 

Commercia! Iomi balances continue to trend higher. At the same time, the residential real estate and home equity line of credit 
ponfolios are experiencing net declines due to the ongoing ''originate-and-sell" strategy for certain of these assets. As a result, overall 
loan portfolio bedances and average earning assets will likdy ^ow a linked-quarter decline. Management expects that third quarter net 
interest margin will be relatively flat, and that net intcre^ income will be slightly below that of the second quarter 

Loan Sales and Servicing 

Gain-on-sale margins at National City Mortgage have been improving, aided by changes in product mix and a greater emphasis on 
retail origination. On an operating basis, third quarts profits in this business are expected to be higher than those of either the first or 
second quarter. Gain-csi-sale margins at First Franklin have been steady. At Natitmal Home Equity, two home equity line sales 
totaling approximately $1,3 billion occurred in the third quarter through August, and a third one of approximately $900 million is 
.scheduled for September, Three home equity loan sales totaling afproximatcly $570 million have occurred through August, and two 
more totaling approximately $500 million are expected ia Septcmlw. Gross gain on sale margins for the third quarter are estimated at 
around 3 percait for lines of credit, and between 2 pCTcent and 3 percent for loans 

Mortgage servicing right (MSR) net hedging results were modestly positive through the first two months of the quarter. 
Other Fee Income and Noninterest Expense 

No unusual fee income or noninterest expense trends are evident through July and August. Deposit service charge 
Income trends continue to be positive. Year-to-date noninterest expenses are flat with the prior year. No significant or 
unusual income or expense items are anticipated for the tWrd quarter, 

Credit Quality 

Commercial and consumer credit quality trends are stable and In line with recent periods. Net charge-offs are expected to 
be comparable with those of the second quarter. 

Capital 

In July and August, a total of 2.3 milNon shares were repurchased In the open market. An additional 600,000 shares were 
repurchased trough September 12. Share repurchase activity over the remainder of the year will be limited due to 
restrictions arising from pending acquisition transactions. 

Other 

On Septen^r 5, 2006, the Corporation announced an agreement to sell its First Franklin origination franc#»ise and related 
senridng platform for a $1 .3 billion purchase price. That transaction will result in an estimated pre-tax gain of 
approximately $1 billion, or around $1 .00 per share after tax upon closing in the fourth quarter. Separately, the 
Corporation ateo agreed to sell approximately $5.6 biWon of uninsured First Franklin originated mortgage loans from its 
loan portfolio for a modest premium. That sale should also close in the fourth quarter. These loans will be moved into the 
heid-for-sale category In Sej^ember. Following that sale, approximately $10 billion of First Frankfm loans would remain in 
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portfolio, neatly alt of which are covered by some fc»in of (^edtt (H-otection, ^ther loan level lender paid mortgage 
insurance or a credit default swap. Management vnll contbute to consider strategic options for the remaining portfolio, 
including sale, securitization, or ongoing retention and nm-off over time. 

The Corporation’s pending acquisition transactions, Harttor Federal of Fort Pierce, Florida, and FideBty Bancshares of 
West Palm Beach, are proceeding according to their timetables. Subject to shareholder and regulatory app>rovals. 

Harbor is expected to dose late in tiie fourth quarter, and FideBty early in the first quarter of 2007. 
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From: Feltgen, Cheryl A. <cheryl.feitg«i@wamu.n^> 

Sent: Tuesday, December 26 , 2006 4:54 PM 

To: Schneider, David C. <david.schndder@wamu.net>; Beck, David 

<david.beck@wamu.net>; Foriunato, Steve <^eve.fortunato@wainu.net>; Hyde, Arlene 
M. <arlene.hyde@wamu.net> 

Cc: Richards, Alison <alison.richards@wainu.net> 

Subject: information for our 2:00 p.m. call today 

Attach: SUB_PRIME_ANALYSIS_12_26-xls 


David: 

As you requested, attached is the updated spreadsheet. Some comments based upon Rich McCoppIn’s 
conversation with Richard Fuchs as Rich McCoppin updated the spreadsheet are as follows; 

1. Updated all numbers where there have been updates. 

2. Updated WA Reprice data for conduit outstanding EPD repurchases as well as all past due accounts to give 
total WA Repriced exposure. After speaking Richard Fuchs, there is a sense that we can collect all but 
about 5MM for the EPD repurchases for various reasons (lenders going out of business the biggest reason). 
For the ’non-rep and warrant' defect loans, which total 90MM+ in UPB, we are looking at about a 10MM 
exposure based on reprice and the assumption of a 25% cure rate. 

3. included Sebhng, which is out of business, as well as Sunset Direct, whid) was omitted last time. 

Talk to you all in a few minutes. My special thanks to Doug PoloisKy (who \ tracked down on his beach 
holiday) and Richard Fuchs (who Rich McCoppin worked with to update the spreadsheet). 

Cheryl 


From: Schneider, C. 

Sent: Friday, Decemb©- 22, 2006 5:10 PM 
To: Beck, David; Fcwtunato, Steve; Hyde, Arlene M.; Feltgen, Cheryl A. 

Cc: Richards, Alison 
Subject: FW: 

Take a look at the infoimation below. Short story Is this is not good. Let me organize the issues into 2 buckets; 

1 . There is growing potential issue around Long Beach repurchases from RepsAlVarrants. This is referred to in Steve’s #2 
and in the attached spreadsheet. The short story is that we have a large potential risk from what appears to be a recent 
increase in repurchase requests, t have a number of questions that need to resolved: 

a. What is the process for processing repurchase requests? Who is involved? How do we fight it? What is the 
feedback loop to originations? Beck 

b. W^at has driver) the increase? What data analysis has been performed? Feltgen > another form of credit risk. 

c. What do we expect for December? Beck 

d. Are there specific trends that would help with hcnv we record the reserve? Beck 

This is a dassic example of people not moving beyond ^eir specific world. Capita) markets should have linked the 
increase in requests to a potential issue - no flag was raised. Credit should be involved in this process - at least being 
aware oftiie potential risk. Accounting should have provided an earlier analysis of the potential risk -we saw some of the 
numbers come dirough in Sep/Oct. I should have asked rrxire questions, especially since we just went to the Board with 
an assessment of our risk. We are all rapidly losing credibility as a management team. 

2. There needs to be more clarity around the conduit reserves. When we met on Monday, I was told by Doug that the 
potential risk was possfWy $3-5mm. There are a lot of moving numbers below, but i want to make sure teat Steve has the 
necessary information to come to tee appropriate decision. Specific steps: 

I Permanent Subcommittee on Investigations 
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a. We should also take a step back and analyze the overall ^wofitabjlity of the conduit given the current market. Beck 

b. Finalize all entries around reserves, Steve 

c- Update the spreadsheet we reviewed on Monday. Cheryl 

Sorry to send this just before xmas, but we dont have much time before the end of the year. We will have a call on 
Tuesday at 2pm pst. Steve will send out the call in info. 


From: Fortunato, Steve 
Sent: Fri 12/22/2006 3:56 PM 
To: Schneider, David C. 

Subject: RE: 

1) I can be reached at 206 500 4969 

2) Attachment above for Long Beach rep/warrant 

a. Same issues as FPD last quarter 

i. Weak linkage from business to accounting 

ii , Lack of timely escalation from dther accounting or the business 

b. Current forecast of 35 to 50m risk 

c. Potolsky/Coultas to review trends 

d. Risk of pending requests needs to be investigated 

e. Methodology question on inclusion of subsequent writedowns 

3) Alt A/Subprime conduit repurchase reserves 

a. Prior forecast includes 5m hit with risk of 5m based on: 

i. Encore hit of 3m (8m exposure but 5m payment) 

ii. Sebring 1.2m 

iii. 70m buyback * 50% recovery *10% hit =* 3.5m 

b. Current forecast 

i. Subprime conduit loans in 3 categories 


1. 

EPDs (with reps from sellers) 

-15,6m 

2, 

Delinquent (no reps) 

-107m 

3. 

Performing 

+7m 

4, 

Encore recovery 

+1 .5m 

5. 

Recovery (14m *2/3) 

9m 

Subprime ITFl loans 


1, 

Encore payment 

+3. 5m 

Alt A buyout 


1. 

LOCOM mark 

-12m 

2. 

Recovery at 50% 

+5m 


iv. Impact of consolidated LOCOM TBD 
V. Other improvements 

1, GOS timing dilTerence +5m 

vi. Scenarios 

1 , No recovery booked - 1 6m 

2. Book recovery -Im 

3. No recovery, LOCOM help -8m Alt A mark absorbed by prime 

4, Recovery, LOCOM help +5m 

c. Accounting policy question on booking recovery and need followup with Credit 
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d Numbers/LOCOM im,pacts need to be vetted with Stack/Jurgens 
e. Casey questions 

i . Profitability of subprime conduit if only breakeven 

ii. Rep/warrant 

1 . Why the miss? 

2. Who is accountable? 

3. Policy question 


From: Schneider, David C. 

Sent: Friday, December 22, 2006 2:30 PM 
To; Foitunato, Steve 

Subject: RE: 

Great. Please email me any supporting info that will helphil. 
ds 


From; Fortunato, Steve 
Sent: Fri 12/22/2006 12:30 PM 
To: Schneider, David C. 

Subject: RE: 

4pm is fine 

Original Message 

Fiom: Schneider, David C. 

Sent; Friday, December 22, 2(X)6 10:55 AM 
To; Forlunalo, Steve 
Subject: Re: 

Did you meet with Tom, I'd like to review the details this afternoon. Is 4pst good for you? 

Original Mes.sage 

From; Fortunato, .Steve 

To. Casey, Tom; Schneider, David C. 

Cc: Bartels, Melba; Malone, Marc 
Sent: Fri Dec 22 08:02:44 2006 
Subject: RE: 

9 am? 

1 have a meeting now to review the first part. 


From; Casey, Tom 

Sent: Friday, December 22, 2006 8:00 AM 
To: Fortunato, Steve; Schneider, David C. 

Cc; Rartcis, Melba; Malone, Marc 
Subject: RE; 

Arc you around today to go through this? This is very big delta from what wc just told the BOD, 
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TC 


Tom Casey 

Chief Financial Officer 

Washington Mutual 

130! Second Avenue, WMC 330! 

Seattle, WA 98101 

206/500-4202 

206/377-53!8(fax) 


*Plcase note my contact information effective 09A)5/2006. Plea^ u|^aEe your records.* 


From: Fortunalo, Steve 

Sent: Thursday, December 2 1 , 2006 12: 11 PM 

To. Casey, Tom; Schneider. David C. 

Cc: Bartels, Melba: Malone. Marc 
Subject: fW: 

Lots of uncertainty here relative to both estimates and accounting methodology but ri-sks of up to 47m vs. cuiTcnt forecast. 

1 ) WMMSC Repurchase Reserves (up to 1 7m ri^ on top of $5m in forecast) 

a. Reviewing accounting methodology' with John Woods, mssy be able to offset with receivables 

b. Very rough estimate needs to l>e refined with Cap Mkts 

2) I-B rep/warrant (J 0 to 30m?) 

a. Meeting later today to discuss and see data 

b. We have a standard rep/warrant reser\'e for LB and prime at 6bps. This is separate from FPD reserves 

c. Rep/Warrant Rcpurcliasc reserve requests coming in significantly higher (1 think starting in 4q) but 1 am checking 
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FDI€ 

Federal Deposit insurance Corporation 

550 17tti NW, Washington, D.C, 20429-9990 DMston o1 Supervision and Consumer Protection 


June 5, 2007 


TO: Steve Funaro 

Examiner-in-Charge 

FROM: Christopher Hovik 

Examination Specialist 

SUBJECT: WaMu - Long Beach Mortgage Company fLMBCI Repurchases 


Objective: Assess LBMC repurchase activity and related reserves. 


Repurchase Activity 

Repurchase reasons are broken down into three main categories: 1) fust payment default (FPD) - 
the mortgagor fails to make the first monthly payment, 2) early payment default (EPD) - the 
mortgagor fails to make the first payment due after the loan has been sold, and 3) representations 
and warranties (R&W) - the seller guarantees various facts about the sold Joans. 

During 2006, more than 5,200 LBMC loans were repurchased, totaling $875.3 million. 
Approximately 46% percent of the dollar volume was due to EPD, 43% due to FPD, and 10% 
due to R&W. All of the EPD occurred during the first four months of the year as the bank 
ceased doing whole loans sales in January 2006. Consequently repurchase volume dropped off 
dramatically during the second quarter and continued at lower levels throughout the remainder of 
the year. 

During the fourth quarter of 2006, there was a jump in repurchase requests under R&W 
provisions. Management stated that it was a one time event relating to just a couple of deals. 

The reasons for and steps the bank is taking to mitigate this adverse trend needs to be discussed 
further. 

Repurchases are not even distributed among various loan sales. The most recent sales contain 
the FPD and EPD buybacks as they are relatively short lived guarantees. Loans bought back for 
those reasons will typically be repurchased within 2 or 3 months after sale. In fact, about 30% of 
all repurchases in 2006 came from two whole loan sales 2006-WL2 LBMLT and 2006- WL3 
LBMLT. The far majority of these whole loans sale repurchases were due to early payment 
provisions. 

R&W constitute a longer term guarantee with loans being repurchased in 2006 that were sold as 
far back as 1999. The reasons for R&W repurchases in 2006 are list^ in the following table: 
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R&W Reason 


= = j 

Misrepresentation 

$ 

15,513,067 

17% 1 

Delinquency 

$ 

13.846,923 

15% 

Employment 

rT" 

11.049.906 

12% 

Income 

$ 

9.423.860 

10% 

Incorrect investor delivery 

$ 

6,305.691 

7% 

Unacceptable Credit 

$ 

6,207.270 

7% 

I Inadequate/unacceptabie documents 

$ 

6,099.417 

7% 

Fraud/tdentity Theft 

$ 

5,495,335 

6% 

Business Decision 

$ 

5,134.858 

6% 

Program Eligibility 

$ 

4,099,384 

4% 

Title issues 

$ 

3,448.213 

4% 

Appraisal 

$ 

3,070,993 

3% 

Legal issues 

$ 

617,435 

1% 

Undisciosed Debts 

$ 

457,798 

1% 

Missing Documents 

$ 

289.541 

0% 

Servicing deficiency 

$ 

191 .852 

0% 

Payoff cancelled 

$ 

47,867 

0% 

Funds to close 

$ 

33,281 

0% 

Low Balance 

$ 

2,488 

0% 

TOTAL 

$ 

91,335,177 

100% 


Despite repeat requests, I was not granted a meeting with management to discuss the repurchase 
process, specifically Reps and Warranties. The “delinquency” reason raises concern. If the bank 
is truly buying back loans because the loan has gone delinquent past the time allowed for FPD 
and EPD, then there appears to be some type of recourse. My best guess is that the delinquency 
reasons relates to historical delinquency at the time the loan was sold, e.g. the loan was 30 days 
delinquent more than once during the twelve months preceding the sale. This type of language is 
in the R&W for the most recent securitization (4/07), but it is unknown if similar provisions are 
in the earlier securitizations or in whole loan sale agreements. 

Although actual contract language for Reps & Warranties was requested on all outstanding 
mortgage deals (securitizations, whole loans sales. Long Beach, and prime) , management only 
provided us with the most recent Mortgage Loan Purchase Agreement for a Long Beach 
Mortgage Securitization, dated April 2007. Examiners also requested documentation on what 
bank employees use to determine if a particular loan is covered under R&W. 

Management claims that R&W provisions are industry standard and indeed they maybe. 
However, I still found that the Mortgage Loan Purchase Agreement contains some 
representations and warranties worth noting. For example, not only must the loans be 
“underwritten in accordance with the seller’s underwriting guidelines”, but the “origination, 
underwriting, and collection practices used by the seller with respect to each mortgage loan have 
been in all material respects legal, proper, prudent, and customary in the subprime mortgage 
servicing business”. This provisions elevates the potential that investors can put back a problem 
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loan years after origination as not only must the loan have been underwritten in line with bank 
guidelines but must also have been underwritten in accordance with what is customary with other 
subprime lenders. 

Another provision states that “no misrepresentation, negligence, fraud, or similar occurrence 
with the respect to a mortgage loan has taken place on the part of any person. . .involved in the 
origination of the mortgage loan”. Given the prevalence of low documentation or stated income 
loans and the reliance upon brokers for the majority of originations, the potential that investors 
will look for and find misstatements in borrower’s income or financial conditions is elevated. 
Although the bank would have recourse against the broker, in practice the bank is seldom 
successful due to the dubious condition of many brokeis. 


Repurchase Reserves 

The bank maintains a reserve for estimated losses associated with repurchasing LBMC loans. As 
of March 31, 2007, reserves totaled $77.6 million of which $75.3 million related to R&W and 
$2.3 million related to FPD. There is not currently a reserve for EPD as the bank discontinued 
whole loans sales in January 2006. Despite representing a minority of repurchases, R&W 
require the highest portion of reserves due to their long-lived nature. 

The R&W reserve has been fairly stable in 2007, but had a significant leap in December 2006 
when the required level went from $18 million to $76 million. Usually in the monthly packet 
titled Home Loans Repurchase Reserves, management identifies specific reasons for changes in 
level as well as methodology. In the December packet examiners were given there is no such 
detail; however, it appears that the jump in reserves was due to increased repurchases losses in 
fourth quarter 2006 and a change in reserve methodology. 

In a January 16, 2007 memo to Fergal Stack, Home Loans Segment Controller, Rollan Jurgens, 
Home Loans Division Controller discusses a change in methodology for R&W reserves. 
According to the memo, it was discovered in December 2006 that the SAS model which was 
used to extrapolate expected REO losses had unreconciliable data issues. Additionally, the 
charge-off activity in October and November showed a significant increase in losses from 
marking repurchases to market. The reserving process was based upon expected REO frequency 
and thus it would not anticipate a significant increase in mark-to-market losses on repurchased 
loans. Consequently, the reserve methodology for R&W was changed as of December31, 2006. 
Deloitte & Touche (D&T) reviewed and accepted the new methodology. 

The new R&W methodology is based upon historical data from 1999 through 2004 by type of 
sale, namely securitization, whole loan sale servicing retained, whole loan sale serving released, 
and NPA. Historical repurchase rates are used to forecast repurchases over the next three years. 
Securitizations and whole loans servicing retained are modeled whereas whole loan released and 
NPA use a more simple approach and currently assume repurchase rates of 1.25% and 1.5%, 
respectively. When more historical data is available, the.se too will be modeled. Management 
then forecasts loss severity rates for 1 st liens and 2nd liens for each type of sale. Historical data 
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is used but adjusted based upon management’s judgment. D&T benchmarked repurchase and 
severity assumptions and deemed them reasonable. 

FPD reserve rates are based on expected repurchase volume and loss severity by lien type. 

Actual repurchase volumes and severity due to FPD are calculated for recent sales. The last six 
months of repurchases are used as a guide to calculate the FPD reserve rate based upon 
management’s discretion. The reserve rate is then applied to recent sales that contain loans still 
subject to the first payment default provisions. 

There is not an official validation performed on the reserve model. Although the Model 
Validation Standard considers a spreadsheet to be a model, the standard allows spreadsheets that 
do not contain complex transformation to be exempted. Management is unsure whether the 
standard applies, but agrees that the models need to be regularly tested. They stated that a 
validation program will be established within the next few months. 

Examiners requested an electronic copy of the actual spreadsheets used to calculate reserves. A 
meeting to walkthrough the detail of the model was also requested. As of the date of this memo, 
these requests have not been fulfilled. 

FAS5 requires the bank to reserve for loss contingencies including agreements to repurchase 
receivables that have been sold. FIN45 requires that the bank book a liability for its obligation 
under a guarantee at fair value. Because these two items would essentially be double counting, 
GAAP allow.s the bank to book the higher of the two. Management stated that at sale a FrN45 
liability is booked. A FAS5 reserve is also calculated, but not booked. As the FIN45 liability 
amortizes it comes to a point when the FAS5 reserve is higher. Then bank then starts booking 
additional provisions to bring the level up to the FAS5 amount. Copies of the FV and reserve 
spreadsheets have been requested. 

Governance/Internal Controls 

The repurchase re,serve process has govemance/intemal control deficiencies. An internal audit 
report dated December 31, 2006 (based upon business processes as of September 30, 2006) 
delivered a “Requires Improvement” rating. The following issues were rated as high or medium 
risk and relate to LBMC repurchase reserves: 

1) Data integrity - checks to validate the completeness and accuracy of information obtained 
from source systems are not performed. 

2) Assumptions - repurchase reserve assumptions do not capture recent historical trends or 
external factors 

3) Backtesting - testing to assess validity of model results is not performed 

4) Oversight - the quarterly provision and analy.sis does not have formal credit oversight 

5) Manual process - the reserve calculation is extremely manual and highly susceptible to human 
error 

6) Model performance - modeling for the repurchase reserve is not performed by personnel with 
sufficient training, experience, and expertise with credit models. 
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7) Procedures - procedural documentation is minimal 

As of April 30, 2007, the above issues have been resolved with die exception of (3) backtesting, 
(5) manual process, and (7) procedures. These are expected to be resolved by June 30, 2007. 

Management also contracted with PricewaterhouseCoopers (PwC) to review the repurchase 
reserve modeling and processes for both subprime and prime portfolios. Management claims 
that it was not an audit, but a consultant review. The PwC report dated December 21, 2006 gives 
several recommendations for improvement. Some of which management has already 
implemented and others they have no intention of implementing. One area that they are still 
working on is simplifying the approach to modeling. As previously mentioned, methodology 
changes were made in December and management expects to have additional changes 
implemented within the next three months. 

As stated in WaMu’s April 2007 Risk Management Forum package and as listed as Exam 
Finding 6 in the March 2007 OTS workpaper on Mortgage Banking • Secondary Marketing 
Program, there are disparate repurchase processes across product lines including policy 
guidance. Management has committed to develop a global recourse administration guide and to 
implement a Home Loans recouree, repurchase, and recovery governance structure by May 31, 
2007. Additionally, they committed to create a centralized recourse, repurchase, and recovery 
control structure by June 30, 2007. 


Pending Items 

• Copy of reserve spreadsheets 

• Verify compliance with FIN45 and FAS5 

• Copies of actual contract language for whole loan sales 

• Copies of actual contract language for securitizations (if different than the 5-07 issuance) 

• Copy of policy governing LBMC repurchases (is global guidance finished?) 

• Meeting to discuss the repurchase process (definitions of R&W reasons, jump in 4Q06 
R&W, verification process prior to repurchasing a loan, replacement versus repurchase, 
catching systemic problems, mitigation strategies, etc) 

• Meeting to go through the detailed reserve calculation 


Issues 

• Reserve calculation is extremely manual. 

• Reserve models are not backtested or subject to the Model Validation Standard. 

• Comprehensive written policies and procedures are lacking. 

• Though not uncommon in the industry, representation and warranties provide many 
opportunities for investors to put back loans at any time during the life of the loan. 

• Deterioration in the subprime mortgage market may prompt increased repurchase activity, 
especially on whole loan sales. 
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From: Cathcart, Ron 

Sent: Thursday, December 07, 2006 4:38 PM 
To: Abercrombie, Cynthia L.; Boyle, Hugh F. 

Cc: Boyle, Hugh F.; Feltgen, Cheryl A. 

Subject: FW; It's subprime day at the WSJ 

Pis advise exactly what Credit Review is doing to assess ttte quality of assets currently being booked in Long Beach. 


From: Mattey, Joseph 

Sent: Wednesday, December 06, 2006 5:17 PM 
To; Cathcart, Ron 

Cc: Feltgen, Cheryl A.; Neale, Alan J. 

Subject: RE: It's subprime day at the WSJ 

Ron, 

As shown in the attached PDF file, our 2006 LongBeach securities have much higher delinquency rates early in their life 
than the 2003 to 2005 vintages. 

As shown in the Excel file, the current loss modefing done in valuation of the subprime residuals we hold is showing about 
500 bp of projected lifetime cumulative loss on the first few deals we did in 2006, and the more recent issuance comes out 
with initial projected lifetime cumulative loss closer to 450 bp. 

The Home Loans Capital Markets group has dor>e some stress scenario analysis that shows cumulative losses reaching 
1 0% double-digit territory if a 5 percent per year decline in home prices were to continue for a full four years and reaching 
above 6% with flat house prices, They also show a variety of other scenarios. 

Joe 


Original Message 

From; Cathcart, Ron 

Sent; Monday, December 04, 2006 9:57 PM 
To: Mattey, Joseph 
Cc: Feltgen, Cheryl A, 

Subject: FW: It's subprime day at the WSJ 

What do our numbers show? 

Predicting losses on these securities is a challenge because there’s little or no historical evidence to show how 
subprime loans will perform at a time when home prices are falling, says Thomas Lawler, a housing economist in 
Vienna, Va, An analysis by Merrill Lvnch & Co. found that losses on recent subprime deals could be "in the 6% to 
8% range" if home prices are flat next year and could rise to tfie "double digits" if home prices fail by 5®A, Falling 
home prices could trigger losses not only for investors who bought riskier classes of mortgage-backed securities, 
but also for some holders of A-rated bonds, according to the report. 


From: Baker, Todd 

Sent: Monday, December 04, 2006 8:52 PM 

To; Killinger, Iterry K.; Roteila, Steve; Schneide-, David C.; Cathcart Ron; Casey, Tom 
Cc; Kipkalov, Sasha V. 

Subject; It's subprime day at the WSJ 

Here are a couple of WSJ stories toudiing on subprime. 


Permanent Subcommittee ow Investigalicins 
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More Borrowers 
With Risky Loans 
Are Falling Behind 

Subprime Mortgages Surged 
As Housing Market Soared; 

Now, Delinquencies Mount 
By RUTH SIMON and JAMES R. HAGERTY 
December 5, 2006 

Americans who have stretched themselves financially to buy a home or refinance a mortgage have been falling 
behind on their loan payments at an unexpectedly raf^ pace. 

The surge in mortgage delinquendes in the past few months is squeezing lenders and unsettling investors world- 
wide in the $10 trillion U.S. mortgage market. The pain is most apparent in subprime mortgages, though there are 
signs it is spreading to other parts of the mortgage market. 


Subprime mortgages are loans made to borrowers who are considered to be higher credit risks because of past 
payment problems, high debt relative to income or otfier factors. Lenders typically charge them higher interest 
rates - as much as four percentage points more than more-credit-worthy borrowers pay ~ one reason subprime 
mortgages are among the most profitable segments of the industry. 



They also have been among the fastest-growing segments. Subprime 
mortgage originations climbed to $625 billion in 2005 from $1 20 billion in 
2001, according to inside Mortgage Finance, a trade publication. Like 
other types of mortgages, subprime home loans are often packaged into 
securities and sold to investors, helping lenders limit their risks. 

Until the past year or so. delinquency rates were low by historical 
standards, thanks to low interest rates and rising home prices, which 
made it easy for borrowers to refinance or sell their homes if they ran into 
trouble. But as the housing market peaked and loan volume leveled off. 
some lenders responded by relaxing their lending standards. Now, the 
downside of that strategy is becoming more apparent. (S ee related 
article .) 

Based on current performance, 2006 is on track to be one of the worst 
ever for subprime loans, according to UBS AG. “We are a bit surprised by 
how fast this has unraveled.” says Thomas Zimmerman, head of asset- 
backed securities research at UBS Roughly 80,000 subprime borrowers 
who took out mortgages packaged Into securities this year are behind on 
their payments, the bank says. 


Though delinquency rates on subprime mortgages originated in the past year have soared to the highest levels In 
a decade, econorr^sts don't expect any significant harm to the nation's economy or financial systems. But if late 
payments and foreclosures continue to rise at a faster-ttran-expected pace, the pain could extend beyond 
homeowners and lenders to the investors who buy mortgage-backed securities. 


Several lenders are already feeling the sting. H&R Block Inc., which operates Option One, a major subprime 
lender, said last week that its mortgage-sen/ices unit posted a pretax loss of $39 million in the fiscal second 
quarter ended Oct, 31, compared with a year-earlier pretax profit of $48,8 miliion. The Kansas City-based tax- 
services company said last month it is considering selling Option One. which has been struggling with higher 
interest rates and defaults, and is closing 12 branch offices. 


On Friday. Ke yCorp said it reached a deal to sell its subprime Champion Mortgage business. Analysts at 
Friedman, Billings, Ramsey & Co. put the fwice for the company's subprime mortgage operation at $1 30 million. 
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"far below” the $200 million to $250 irolBon they expected. A spokeswoman for KeyCorp declined to comment, 
except to say that KeyCorp feels ft "definitely generated a fair price” for both the unit and its loan portfolio, which 
was sold separately. She added that KeyCorp was leaving the subprime market because "it no longer fits with our 
long-term strategic priorities." 

Soaring delinquencies are making some lenders more cautious, which is likely to put fijtlher pressure on the weak 
housing market Yesterday, the National Assodation of Realtors said that its index for pending home sales for 
October fell a seasonally adjusted rate of 1.7% from September and was down 13.2% from a year earlier. 

Delinquency rates have been rising steadily since the rwddle of 2005. But the trend has accelerated sharply in the 
past two to three months, according to art analysis by UBS. The figures don't include loans that lenders were 
forced to repurchase because the borrower went into defeult in the first few months; such repurchases also have 
increased sharply this year. 

In October, borrowers were 60 days or more behind in payments on 3.9% of the subprime home loans packaged 
into mortgage securities this year, UBS says. That's nearly twice the delinquency rate on new subprime loans 
recorded a year earlier. 

Carol Alter, a mail carrier in Aurora, Ohio, says she bought her first home for $99,000 at a sheritTs foreclosure 
sale in February, but felt pinched right from the start by her nearly $80,000 subprime mortgage. She says closng 
costs on the loan totaled $6,500, rather than the $2,500 she expected, forcing her to drain her savings and miss 
payments on her utility bills. 

Ms, Alter says she fell behind on her mortage payments in June after she hurt her leg and missed several weeks 
of work. She has been able to stave off foreclosure, she says, wiffi the help of a $2.10D interest-free loan from 
Neighborhood Development Services in Ravenna, which operates a foreclosure rescue fund. 

How much higher delinquencies further climb will depernl in part on the depth of the current housing slump. 
Mortgage delinquencies generally rise when the housing market cools because borrowers who are in financial 
trouble find it harder to sell their homes. In addition, if prices fall, they may not have enough equity in their homes 
to refinance their mortgage. 

The subprime industry’s current troubles can be traced back to 2003 and 2004, when defaults were unusually low. 
Investors who purchased these ioarrs did well and were eager to buy more. That encouraged lenders to lower 
their standards, making loans to more people with low credit ratings. Lenders also grew less irrclined to demand 
full documentation of income and assets and more willing to offer "piggyback" loans that allowed borrowers to 
finance 90% or 100% of the purchase price without being required (o buy private mortgage insurance. 

Many lenders kept introductory "teaser" rates low even after short-term interest rates began rising in June 2005, 
while increa^ng the amount the rate could rise on the first adjustment. That meant borrowers would face sharply 
higher costs when their monthly payments were reset. 

Fraud has also increased. Some borrowers who look out no- or low-documentation loans were coached by loan 
officers or mortgage brokers to inflate their incomes and couldn't afford even their first mortgage payment, says 
Theresa Ortiz, a foreclosure manager with Neighborhood Housing Services of New York City, a nonprofit that 
works with homeowners in financial trouble. 

Even after the housing market started to cool in late 2005, lenders continued to offer credit on easy terms. Many 
didn't begin tightening up until a few months ago. Now. they are pulling back. Accredited Home Lenders Holding 
Co., for example, is doing fewer piggyback and stated-income loans - or loans that don't require borrowers to 
fully document their income - especially for people with lower credit scores. In retrospect, "the tightening process 
should have started a bit earlier," says James Konrath, Accredited's CEO. 

Recent analyses by UBS and by RBS Greenwch Capital show that subprime loans made in 2006 are going into 
foreclosure at a faster pace than loans made in previous years. In many cases these loans are "so bad right off 
the baf and so far beyond the borrower's ability to pay that giving the borrower more time to pay or restructuring 
the loan wouldn't help, says Michael van 2^lingen. director of homeownership services at Neighborhood Housing 
Services of Chicago, a nonprofit organization that works with financially distressed homeowners. 

If delinquencies continue to grow, the pain could also be felt by investors who have flooded into the market for 
subprime securities. Because of the way mortgage-backed securities are structured, investors who buy 
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investment-grade securities aren't likely to be hurt if losses are dose to expectations. But if losses on the 
underlying mortgages substantially exceed expectations, some investors who buy the riskiest slices of subprime 
securities are likely to rack up losses. These include hedge ftjnds and investors who buy collateralized debt 
obligations, pools of debt instruments that are often snapped up by foreign buyers. 

Because the underlying loans have gotten risWer, credit-rating agencies are telling issuers of mortgage-backed 
bonds to set aside more money to cover losses than they did three years ago in order to get an AAA rating for 
their bonds. 

But some recent deals are already coming under review. Standard & Poor's Corp. put one deal backed by loans 
issued by Fremont General Corp.'s mortgage uniton credit watch for possible downgrade last month and says it 
could take similar action on deals from several other issuers within the next few months. Fremont declined to 
comment. 

"We are realiy monitoring very, very closely tf>e portfoHos of all the subprime issuers," says Ernestine Warner, 
head of RMBS Surveillance. "It's an industrywide trend." 

Last week, Moody's Investors Service put a third 2006 deal on credit watch for a possible downgrade. Fitch 
Ratings also has a 2006 deal on credit watch. Vlflien mortgage-backed securities are downgraded it is typically 
during their third or fourth year, 

Predicting losses on these securities is a challenge because there's tittle or no historical evidence to show how 
subprime loans will perform at a time when home prices are failing, says Thomas Lawler, a housing economist in 
Vienna, Va. An analysis by Merrill Lynch & Co. found that losses on recent subprime deals could be "in the 6% to 
8% range" if home prices are flat next year and could rise to the "double digits" if home prices fall by 5%. Falling 
home prices could trigger losses not only for investors who bought riskier classes of mortgage-backed securities, 
but also for some holders of A-rated bonds, according to the report. 

Subprime Lenders Are Hard Sell 

By UNCLING WEI 
December S, 2006 

NEW YORK - As more subprime-mortgage lenders are putting themselves up for sale, buyers are becomlr^g 
increasingly selective. 

One of the latest lenders to pul out the for-sale notice is H& R Block Inc., which said last month it will explore a 
sale of its subprime unit, Option One Mortgage Corp. And ACC Captai Holdings Corp., a closely held company in 
Orange, Calif., has hired investment bankers to solicit bids for its subprime unit, Ameriquest Mortgage Co., 
according to a person familiar with the matter. 

Wall Street firms such as Morgan S tanley. Merrill Lynch & Co. and Be ar Stear ns Cos, have so far led the charge 
in snapping up subprime lenders, which issue loans to people with troubled credit histories. The investment banks 
have made a lucrative business out of packaging pools of mortgage loans into bonds and selling them to 
investors, But as higher interest rates have damped new borrowing and shrunk loan supplies, many firms have 
turned to buying lenders so they can generate their own mortgages to feed their securitization business. 

Some industry experts say potential buyers, which include private-equity firms, are seeking to avoid inheriting the 
subprime sellers' costly obligation of having to buy back the loans already sold in the secondary market because 
of borrowers' defaults. 

Brenda White, head of Deloitte & Touche USA's financial-services investment-banking practice, says "the buyers 
are trying to figure out how to structure the deals in a way that they can avoid the liabilities they may encounter in 
the fijture." 

Bear Stearns agreed in October to pay $26 milfton for certain operating assets from EC C Ca p ital Corp.'s 
wholesale subprime-mortgage unit, including its property and customer lists, but ECC, an Irvine, Calif., real-estate 
investment trust, will retain loan-repurchase obligations. 


Atlanta-based NetBank Inc. recently shut down its subprime-mortgage division without finding a buyer. Another 
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mortgage lender, Lime Financial Service, of Portland, Ore., agreed to take over most of NetBank's subprime- 
mortgage sales force and other employees. 
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From: Cathcart, Ron 

Sent: Tuesday, January 2, 2007 12;19 AM 

To: Cory S. Gunderson {cory.^nderson@prativiti.com) 

Subject: Confidential 


Long Beach represents a real problem for WaMu. The Board and regulators are engaged and concerned, so it is high 
profile. 

I am concerned that Credit Review may seem to have been stenrfing on the sidelines white problems confinue. For 
instance, why have Cathcart, Schneider, Rotella and WlBr^er rec«ved NO report on any of this. The email below is in 
response to my specific request. 


From: Abercrombie, Cynthia L. 

Sent: Monday, December 11, 2006 9:21 AM 
To: Cathcart, Ron 

Cc; Boyle, Hugh F.; Feltgen, Cheryl A. 

Subject: RE: Corporate Credit Review's Continuirtg Asses^ent of tbe Quality of Assets being booked by Long Beach 
Importance: High 

Ron, 

Corporate Credit Review has been working closely with Cheryl’s post-funding review team to identify the key 
risk issues that are surfacing as a result of this specific testing. On a monthly basis the group is looking a! 275 
loans within 15 days of funding. 

Recent results from Cheryl's post funding review team testing have resulted in the reporting of the following top 
five priority issues; 

• Appraisal deficiencies that could impact value and were not addressed 

• Materia! misrepresentations reiating to credit evaluation were confirmed 

• Legal documents were missing or contained errors or discrepancies 

• Credit evaluation or loan decision errors 

• Required credit documentation was insufficient or missing from the file. 

Based on these findings Cheryl’s team is worthing with the business on specific remediation actions to address 
each issue. 

Both CCR and the Senior Credit Officer Subprime are focused on two key facts; 

• The non accrual rate had increased year over year from 3.53% to 6, 1 3% 

• On a vintage basis the deterioration was accelerating in recent vintages with each vintage since 2002 
having performed worse than the prior vintage. 

It was identified that the performance of the HFI subprime portfolio was further impacted by the transfer of 
scratch and dent loans, a high percentage of which were all ready in non accrual status at the time they were 
transferred, into HFI, 

One of the causes of loans being categorized as scratch and dent has been first payment or early payment 
defaults that violate representations and warrants made to Investors. Therefore, in collaboration with the Sr. 
Credit Officer - Subprime, CCR - Consumer designed a targeted review of loans with a first payment due in 
June that were first payment defaults. 

The target review findings, which were delivered to the Chief Risk Officer - Home Loans on November 27, 
2006, reflected a lack of proper execution of the credit guidelines. In most cases the credit package contained 
information that identified potential layering of risk but these Issues were either not recognized by the 
Underwriter or if they were addressed, the risk assessment is not documented in the file. Additional findings 
included a weakness in controls around clearing conditions. 
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A response to the target review is expected from the Sr. Credit Officer - Subprime by 12/11/06. He will be 
providing any additional information that may be relevant to ttie inclusions drawn as welt as actions that are 
currently underway or planned that may have a positive impact on the origination process. 

There has been a number of underwriting guideline changes communicated that became effective November 
1,2006, They include; 

• Changes to seasoning requirements when bomwvers have a bankruptcy in their credit history 

• increased minimum credit score requirements for Piggyback Second Liens with Stated Income and 
Stated Wage Earners 

• Added minimum credit standard requiremente for loans over 90% LTV/CLTV 

• HistoryPro, appraisal review requirements to ail First Time Homebuyer and For Sale By Owner 
Transactions in addition to all refinance transactions where the existing loan is less than 12 months old 

• Limit use of Alt Credit to only supplementing traditional credit and Ait Credit sources that historically 
have been easily fabricated and difficult to validate have been excluded 

• Room rent income is limited in eligibility for use in only owner occupied transactions 

• Clarified the use of personal and business bank statements for income documentation 

• Added requirements for Ownership/Vesting when no mortgage history is available 

• Revised the Self-Employed Borrowers business income documentation requirements; 
Attorney/Accountant letters must be independently validated. 

These changes are intended to tighten the controls over the credit risk that is reflected In this subprime 
production. However, in order to achieve the desired effect it is critical that the credit guidelines, both past and 
with these revisions, be executed crisply through this origination channel. 

CCR - Consumer is cuirently in the process of scoping a follow up FPD targeted review and is also expanding 
the scope to include a review of additional gaps that CCR has preliminarily identified relating to managing 
credit risk in subprime lending versus prime. The scope that we are developing includes: 

• Sampling another population of FPD loans that originated after guideline changes were put in place to 
compare to the baseline set from the prior review (as loans originated after the November 1 st changes 
will not be available as FPDs for at least a couple more months we are also planning on pulling a 
sample of FPD loans that had their first payment due In October to expand the data set from the first 
review) 

• Review the progress being made at migrating to a post funding Underwriting review (CQT) process 
that is more aligned to the existing process in prime 

• Assess the differences in requirements for setting RLA to Long Beach personnel versus the prime staff 
and steps that are being taken to close gaps 

• Further analyze training gaps that were identified in conjunction with our preliminary review and assess 
the appropriateness of the differences between subprime and prime 

• Perform a more comprehensive review of the scratch and dent population to determine other key 
drivers (other than early default) and potential control weaknesses. 

We are moving ahead quickly with this expanded review and anticipate delivery of a findings report by 1/31/07, 

Please let me know if you have questions or require additional information. 


Cynthia Abercrombie 

Senior Vice President 
Senior Credit Risk Officer 
Corporate Credit Review 
206-500-1550 
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From: Killinger, Kerry K, 

Sent: Friday, February 23, 2007 }2;07 PM 

To: Roteila, Steve <steve.rotdla@wamu.net> 

Subject: RE: Long Beach 2nd Lien Disposition 


Thanks. V\fith spreads widening out so much, It is probably a good time to keep it in portfolio. 


Confidential Notice; This communication may contain confiderttial and/or privileged information of Washington Mutual, 
Inc, and/or its subsidiaries, if you have received Ws communication in error, please advise the sender by reply email and 
immediately delete this message and any attachments witiiout copyir^ or disclosing the contents. Thank you. 


From: Roteila, Steve 

Sent; Friday, February 23, 2007 8:17 AM 

To; Killinger, Kerry K. 

Subject: RE: Long Beach 2nd Lien Disposition 

A bit more background first. This is second lien product originated 7-10 months ago from Long Beach. Prior to the 
changes made in credit criteria after this went to Home Loans LB was originating 10-15% seconds. That product was also 
often being put in portfolio in the past, part of the reason the LB stuff is performing worse. In 2006 Beck’s team started 
sprinkling seconds in deals as they could. And. we now have the % down to the low single digits, so that we can sell ail 
into our deals {assuming the martlet doesn’t get even worse). 

Last year, included in a broader group of seconds we lookLOCOM hits and other adjustments for non-performers, FPDs, 
and doc issues. 

This $400 million is the performing product with generally perfect or close to perfect payment history, in trying to sell it, 
the issue is the chaos in the market has driven prices down and made execution tough. I am not sure where you got the 
$60mm. but assume you took the high end 15% cum loss. However, that 10-15% range equates, in this market to a 
roughly 93 price or a pre tax loss of around 30mm. if we sold. 

What the guys are discussing is that this looks like one of those times to use the port if we can cover the ALLL. Even 
assuming a cum loss of 15% with the 93 imputed, the ROA is 1.32%. 

In terms of folks losing their Jobs, the people largely responsible for bringing us this stuff are gone, the senior 
management of LB. In terms of comp, HL goals have a huge slug of their comp driven by the P&L and as you go down, 
the people in David B's area around this have more wrapped around results in this area. 

Hope this helps. 


From; Killinger, Kerry K, 

Sent: Thursday, February 22, 2007 8:41 PM 
To; Roteila, Steve 

Subject: FW: Long Beach 2nd Lien Disposition 
Steve, 

is this basically saying thatwe are going to lose 15 points on over $400 irillion of this product or $60 million, That is a 
pretty bad hit that reflects poorly on credit and others responsible for buying this stuff. Is this showing up in hits to 
compensation or personnel changes. 

Kerry 
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Sent: Thu 02/22/2007 6:31 PM 

To: Cathcart, Ron; Schneider, David C.; Casey, Twn 

Cc: Rotella, keve; Kiliinger, Kerry K. 

Subject: Re: Long Beach 2nd Lien Disposition 

Ron: They are in advanced stages of sale to somtsme else. We irulicated interest in acquiring the servicing piaifomi but they have 
declined to pursue it with us. 

There are some other nuances to this which I can discuss with you next wed:. 

Todd 

Todd Baher, EVP Corporate Strategy & Development, Washingtem Mutual Inc. 


Original Message 

From: Cathcart, Ron 

To: Schneider, David C.; Casey, Tom 

Cc: Baker, Todd; Rotella, Steve; Kiliinger, Kerry K. 

Sent: Thu Feb 22 18:23:22 2007 

Subject: FW: Long Beach 2nd Lien Disposition 

Should we not consider buying Ameriquest? We know it well, it fits our strategy', we would protect assets which it manages on our 
behalf and the price must be compelling 


From; Beck. David 

Sent: Thursday, February 22, 2007 5:40 AM 

To: Beck, David; Schneider, David C.; RolcHa, Steve; Cathcart, Rtm; Casey. Tom; Feltgen, Cheryl A.; Boyle, Hugh F.; Mattey, 
Joseph, Foilunalo, Steve, Hyde, Arlene M.; Woods, John F, 

Cc; Potoisky, Doug; Drastal, John 
Subject: RE: Long Beach 2nd Lien Disposition 

2nd Update 


Here is some important analysis for you to consider. 

We estimate that a cum loss range of between 10% and 15% is realistic for this pool. Using the best economics price of 93, an 
average life of 2 ycais and 1 2% cumulative U>s.ses (2x our model), the after (ax ROA is 222bp. At 15% cum losses, the after tax 
ROA’s are a respectable i32bp. A good use of potifoho capital. 


«Microsoft Excel Work.shect» 


According to our ALLL model, the expected lifetime loss for the 433mm pool subprime 2nd lien pool is 6%. Wc all agree 6% is loo 
low and we reflect this in oiir performance analysis above. We’ll need to go off model to value these assets properly whether in whole 
loan or residual form. 

We continue to run analysis and work with partners in credit and accounting to understand the liesi exit shategy for these loans. A 
meeting with David Schneider and Cheryl Feltgen is planned for Friday. 
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From: Beck, David 

Sent: Wednesday, February 21, 2007 9:52 AM 

To: Schneider, David C.; Roteila, Steve; Cathcart, Ron; Casey, Tom; Feltgen, Chayl A.; &)yte, Hugh F., Mattey, Joseph; Fortunato, 
Steve; Hyde, Ariene M. 

Cc: Potolsky, Doug; Drasta!, John 
Subject: Long Beach 2nd Lien Disposition 
importance: High 

Please consider this an update with the express purpose of gronnduigthe team on important information and coordinating our actions 
as we move toward a decision on how best to dispose trf 433MM of perfesming 2Dd lien loans in the Long Beach warehouse. David 
Schneider and I spoke yesterday and he is arranging a meting for later this week to move us to a final decision on disposition of the 
2nd liens. 


UPDATE 

The performing second lien investor base is in disarray and for all intent and pinposes distributing ci'cdif bonds backed by subprime 
2nd liens is not a viable exit strategy. 'ITiis conclusion is based c® our work over the last several weeks and numerous discussions 
with rating agencies, credit investors and investmoit banks. Here are die important fa«s: 

1. Radian proposed a bond insurance wrap structure that insured 89% of the senior bonds. Radian's first dollar of loss begins at 
18.5% (after residual, b piece and overcollateralization), equivalent to a single A level of loss protection. In essence. Radian is 
providing a liquidity bid not loss protection. 

2. Lehman Brothers proposed a standard 2nd lien securitization ^ructure (no insurance wrap) but declined to provide us with a 
pnee at which they would position the BBB bonds. On a caU last night, Lehman indicated they are very long similar product and 
suggested we pursue other altemalives, (They expressed concerns about 1st lien liquidity) 

3. in either of the above structures. WaMu retains the first loss as well as rated securities up to BBB. Thus, we conclude that these 
transactions effectively do not achieve risk transfer. They amount to financings of the AAA -A cash flows at an unattractive rate of 
Libor +20 ■ 25. 

4. Our only certain exit is through the Radian wrapped structure. When we factor in the cost of the guarantee, the equivalent 
economics implies WaMu selling the BBB- bonds at a spread to libor of +1750! 

5. Investors are suffering greater than expected losses from subprime in general as well as subprime 2nd lien transactions. As you 
know, they are challenging our underwriting representations and warrants. Long Beach was able to securitize 2nds liens once in 2006 
in May. We sold the BBB- bonds to investors at Libor +260. To date, that transaction has already experienced 7% foreclosures. 

6. Best economics, excluding portfolio, results in 92.9 all m price which includes a 3.5% residua! priced to 10% cumulative losses 
and a 25% discount rate. 

Joe Mattey provided us with an ALLL indication earlier in the process when we still believed we could achieve risk transfer at 
reasonable price. Yesterday, wc’vc asked Joe to sharpen his pencil and rerun the ALLL analysis. Today, we want to compare 
portfolio execution vs market. 


We adjusted the February forecast yesterday down 25mm to reflect market information. 

Today, we’ll continue to run stress test analysis and work with Ji>e to understand where the portfolio execution pencils out. 
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¥VaMu" 


Audit Report 

AUDIT SERVICES 


Long Beach Mortgage Loan Origination & 
Underwriting 

August 20, 2007 


Executive Committee Owner: 

David Schneider, President-Home Loans 


From; 

Shirley Barta, Senior Audit Manager 
Bridget Timberiake, Audit Director 


Business Process Owner: 

Cheryl Feitgen, Chief Risk Officer-Home Loans 
Arlene Hyde, Div Exec-Wholesale Lending 
William Steinmetz, Div Exec-Mtg Bnk Operations 

Copy: 

Cynthia Abercrombie, Sr Risk Oversight Officer 
Melissa Ballenger, Div Exec-Corp Controller 
Thomas Casey, Chief Financial Officer 
Ronald Cathcart, EVP-Chief Enterprise Risk Off! 
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Kerry Killinger, Chairman and CEO 
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Report Rating: 

REQUIRES IMFROVEMENT 


Executive Summary 

Long Beach Mortgage ("LBM") operates as a subsidiary of Washington Mutual Bank and specializes in the 
origination, purchase and sale of non-prime residential mortgage loans secured by one-to-four family 
residences. IBM's borrower base consistsof individuals who do not qualify for traditional "A" credit and 
exhibit characteristics indicating a significantly higher rate of default than traditional bank lending customers. 
Loans totaling approximately $5.8 billion have been originated by LBM January through June 2007. The 
majority of loans originated by LBM are securitized and sold in the secondary market. As of June 30, 2007, 
LBM has approximately $4 billion in outstanding loan balances representing 2% of WaMu's outstanding 
home loans portfolio. 

in response to challenges resulting from the softening housing market, rising interest rates, tightening capital 
markets, poor portfolio performance and underwriting deficiencies, LBM continually refines their processes 
and guidelines. While management has been responsiveto these challenges by identifying and implementing 
corrective actions, actual underwriting practices have not been consistent to achieve the desired levels of 
improvement. Continued patterns of loans being underwritten outside of established underwriting and 
documentation guidelines have been previously identified by several groups including: Audit Services reports 
dated September 21, 2005 and June 29, 2006; OTS memorandums issued in March 13, 2006 and May 17, 
2007 Safety and Soundness Memos; and Home Loan Credit Review ("HLCR") reviews. Results of reviews 
performed by Audit Services and HLCR based on loans originated during 2007 have shown improvements in 
the underwriting quality as steady progress towrard established underwriting benchmarks is demonstrated. 

In addition, multiple issues resulting from the implementation of Palisades including data mapping issues, lack 
of automated tools to scrub the data, inadequate pricing and credit exception controls and missing fields for 
loan origination channels were noted in the Capital Markets- WaMu Subprime audit currently in process. 

The manual processing environment has not successfully demonstrated the ability to support the complex 
processes inherently needed to execute efficient and effective subprime origination and underwriting 
activities. Inadequate exception controls and reporting within the Palisades loan origination system ("LOS") 
have resulted in the need for additional manual controls and workarounds. Management continues to be 
responsive to challenging market conditions and loan quality by tightening and refining credit parameters. 
However, an increased sense of urgency and intensive oversight is required to sustain the processes 
necessary to effectively execute these actions and ultimately meet and maintain quality levels of 
underwriting. The Requires Improvement rating represents our opinion that the overall system of risk 
management and interna! controls has deficiencies related to multiple, critical origination and underwriting 
processes including underwriting quality, data integrity, and the monitoring of loans originated outside of 
established credit parameters individually and in the aggregate. These deficiencies require immediate 
effective corrective action to limit continued exposure to losses. 

The following issues represent high or medium risk to the business unit: 
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1. (High) Repeat Issue - Underwriting guidelines established to mitigate the risk of unsound 
underwriting decisions are not always followed and the declsioning methodology is not always fuliy 
documented. 

2. (High) - Improvements in controls designed to ensure adherence to Exception Oversight Policy and 
Procedures is required so that loans originated outside established credit parameters are subjected to 
the appropriate levels of review. Additionally, accurate reporting and tracking of exceptions to policy 
does not exist so that the overall impact on portfolio quality can be measured and monitored. 

3. (High)- Improved processes and controls are needed to effectively monitor the integrity of the data 
manually keyed into the Loan Origination System (LOS) and automatically fed to the Fidelity loan 
servicing system. 


Management has provided action plans to address the issues listed in the report to be completed by 
12/31/2007. Audit Services will continue to monitorthe progress made by LBM in attaining acceptable 
levels of performance through our ERiCs follow up process and through review of HLCR file review results. 

Additional background, a list of the issues found and a description of the objectives and scope of the audit are 
included in the following sections of the report. 
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Background 

The majority of loans originated by LBM are submitted through a broker network and manually underwritten 
and processed at Loan Fulfillment Centers ("LFCs"). As the housing market has softened and property 
values have declined, non-prime borrowers with low introductory rates and little or no equity have been 
unable to refinance in the current rising interest rate environment. As a result, default rates on non-prime 
loans across the industry have reached their highest level in six years with the largest increase in adjustable 
rate products. Continued industry increases in eariy payment defaults, foreclosures and poor loan 
performance are predicted by market and internal bank analysts. Capital Market activity has slowed and 
pricing has turned unfavorable as investor risk appetites have decreased due to the losses experienced by 
mortgage lending in IQ 2007. 

LBM has been challenged with these market conditions experiencing an increase in first payment defaults 
("FPDs") from 2.06% of originations totaling $11 million in December 2005 to 3.38% of originations 
totaling $47.7 million in December 2006. Leveling has occurred throughout 2007 with 1.56% of 
originations totaling $10.7 million infirst payment defaults in June 2007. During 2006, LBM experienced 
increased trends in all stages of delinquency ending the year with 12.98% of the total portfolio two or more 
payments delinquent as compared to 6.59% at the end of 2005. As of June 2007, 18.25% of the portfolio is 
two or more payments delinquent. 

During 2006, LBM was organizationally realigned under the Home loans executive management team 
headed by David Schneider. Under the direction of new leadership, significant changes were made in 
response to distressed market conditions and losses resulting from poor performing loans. Enhancements 
resulting from the realignment include ongoing tightening of credit parameters, key management changes, 
operational process improvements in underwriting, fraud detection and broker management, monthly 
reviews of first payment defaults, and the segregation of underwriting from operations. Also in 2006, LBM 
moved onto the Palisades Loan Origination System from FiTech which had reached user capability limits. 

in response to declines in volumes that resulted from credit restrictions and the difficult interest rate 
environment, LBM dosed 4 of their 8 non prime loan fulfillment centers in February 2007. 

In June 2007, the decision was made to fully integrate Wholesale Prime and Long Beach Mortgage. A 
combined prime and non prime sales force and fulfillment operations teams will result along with the 
development of a comprehensive non prime lending strategy. The closure of two more loan fulfillment 
centers was also announced. 

In July 2007, further restrictionsto existing guidelines were announced with the discontinuance of stated- 
income loans and the elimination of fixed-rate terms less than five years. Additionally, tax and insurance 
escrows will be required on all loans and disclosures and outreach efforts to the borrower will be enhanced. 
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Audit Objective and Scope 

The objective of this audit was to evaluate the effectiveness of the overall system of risk management and 
internal controls within the Production and Operations business segment of LBM. The audit included 
Interviews with relevant personnel and testing of transactions for the following primary business activities: 

Production: 

• Evaluate the effectiveness of controls around broker relationships to ensure that brokers are reputable 
and licensed and held accountable for poor quality loans. 

• Evaluate the effectiveness of processes and reporting in place to ensure the quality of loan submissions. 

Origination: 

• Evaluate the effectiveness of controls to ensure that underwriting guidelines are adhered to, the 
underwriter's decision is appropriately supported and documented, duties are appropriately 
segregated, exceptions to policy are properly approved and reported, the underwriting decision is 
based on the borrower's ability to repay, and effective fraud detection tools are utilized. 

• Evaluate the effectiveness of the appraisal process to ensure ineligible appraisers are not used in the 
underwriting process. 

• Evaluate the effectiveness of the internal quality control function to determine that reviews are 
conducted timely, results are reported accurately, and appropriate corrective action is taken. 

• Evaluate the effectiveness of processes and reporting in place to analyze root causes of early and first 
payment defaults and take appropriate corrective action. 

• Evaluate the effectiveness of controls around the funding process including proper segregation of 
duties, and adherence to established authority levels. 

• Evaluate the effectiveness of management information and reporting to determine that management 
has 3 robust reporting process with accurate and timely data so that the business can be managed 
efficiently and corrective actions taken timely. 

• Evaluate the effectiveness of controls in place to ensure integrity of data manually input into the LOS. 

• Evaluate the effectiveness of controls in place to ensure that employees are appropriately trained, held 
accountable for poor quality loans, and that performance measures are established and communicated 
to employees timely. 

• Evaluate the effectiveness of the governance structure in place to ensure that the business is managed 
efficiently, products are suitable, pricing changes are properly approved, and changes to guidelines are 
appropriately approved and implemented timely. 


Audit Services leveraged the credit expertise of the Home Loan Credit Risk review team (HLCR), 
organizationally independent of the business, reporting to Cheryl Feitgen, Chief Credit Risk Officerforthe 
Home loans group. HLCR utilizesan extensive review template to review for underwriting quality for 
approximately 250 loan files per month. Their sample selection is targeted so that the population subjected 
to testing includes ail LFCs and all underwriters. 

The time period subject to review was January 1 through May 31, 2007. 
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Applicable Laws and Regulations 

LBM is subject to vsrious regulatory acts induding Equal Credit Opportunity Act (ECOA), Rea! Estate 
Settlement Procedures Act (RESPA), Truth In Lending Act (TILA), Federal Institutions Reform, Recovery 
and Enforcement Act (FIRREA), Home Mortgage Disclosure Act (HMDA), Home Ownership Equity 
Protection Act (HOEPA), the Community Reinvestment Act (CRA), the Flood Disaster Protection Act 
(FDPA), the Patriot Act and RegO, (loans to executive officers, directors and principal shareholders of 
member banks), Fair Credit Reporting Act (FCRA), Fair Housing Act (FHA), Office of Foreign Assets 
Control (OFAC), and Gramm* Leach -Bliley Act. Targeted reviewsof compliance with key regulations are 
performed by the Audit Services compliance group and were not included in the scope of this audit. 

However, testing of processes designed to ensure compliance with key regulations was performed in 
conjunction with this review. 

Federal Financial Regulatory Agencies issued a final “Statement on Subprime Mortgage Lending" on June 
29" 2007 effective July 10, 2007. The guidance was developed to clarify how institutions can offer certain 
adjustable rate mortgage products in a safe and sound manner, and in a way that clearly discloses the risks that 
borrowers may assume. Audit services reviewed management's action plans to address the guidance but the 
implementation dates were outside of the period subject to review. As such, we are not able to provide an 
assessment of the effectiveness of un implemented activities. 
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Improvement Considerations 


The recently issued Statement on Subprime Mortgage Lending, states that "institutions should develop strong 
control systems to monitor whether actual practices are consistent with their policies and procedures." While 
LBM management is responsive to audit issues, OTS criticisms, and negative performance trends through 
timely implementation of policy and guideline changes, the manually intensive processing environment and 
in some cases, the lack of effective reporting continues to challenge consistency in the application of these 
changes. 

Consideration should be given to enhancing their manual control environment to the fullest extent possible 
through automation and reporting capabilities that may exist within Palisades. To the extent that controls can 
not be automated, consideration should be given to enhancing the manual controls to more effectively 
mitigate the risk of breakdowns in controls. Challenges with underwriting quality have resulted in repeat 
issues from a number of oversight groups. LBM should consider systematic hard stops for loans that do not 
meet the underwriting guidelines to require systematically controlled approvals set at the appropriate levels. 
Reporting should be designed to provide the detailed information necessary to assess adherence to 
established guidelines as well as the effects of the guidelines. Consideration should also be given to assigning 
accountability for underwriting quality to the extent necessary to attain the desired levels of improvement. 
These changes would increase the underwriting quality, create operational efficiencies, and allow the 
business to make fact-based decisions in assessing overall risk and avoid excessive exposure. Additionally, 
adherence to changes made in response to the Interagency Guidance for Subpri me lending would be 
enhanced. 
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Audit Issues 


The audit team and management discussed and agreed upon the action pl3n(s) and completion date(s) listed 
below. Definitions for issue ratings are included at the end of this report. 


No; 1 

Rating: ' 

Issue Summary; 

Due: 

Owner: 

1 1 

High 

REPEAT ISSUE - Underwriting gyideiin^ estabibhed to 
mitigate the risk of unsound underwriting decisions are not 
always followed and thedecistoningrnedtibdology is not 
always fully documented. 

12/31/2007 

C. Feltgen 


Audit Issue: 

in response to deterioration in loan performance and unfavorable market conditions^ LBM tightened credit 
parameters in January 2007 resulting in 20 changes to existing undwwriting guidelines. Audit Services sampled 96 
loans with application dates from February 1 through March 31, 2007 and tested for adherence to guideline changes 
that became effective January 8, 2007. Of those tested, 23% did not comply with the guideline changes as they 
pertained to minimum FICO scores, minimum loan amounts, or maximum loan to value ratios. Audit Services selected 
an additional 15 files and reviewed current underwriting sidelines in addition to those tested above. In 20% of the 
files reviewed, the final credit decision on the Underwriting Decision Summary (UDS) did not accurately reflect the 
borrower's income. An additional 14% did not comply with LBM underwriting fraud tool guidelines in that the 
required automated fraud detection report from DISSCO was missing and in one case red flag on the DISSCO report 
was not cleared in accordance with guidelines. Audit Services also reviewed 15 loan refinances to determine if the net 
tangible benefit ("NTB") to the borrower was appropriately demonstrated, approved, and supported by information 
contained in the file. We found that in 33% of the files reviewed, the NTB to the borrower was not determinable, in 
40% of the files, the second reviewer did not have the appropriate level of approval authority and in 33% of the files, 
the NTB form was not fully complete as required by LMB policy. We were unable to test 27% of the files for 
appropriate approval as the signature of the approver was illegible. 

Home Loan Credit Review (HLCR) which is organizationally independent of LBM, reviews approximately 225 
funded loans per month for high and medium events. The primary high and medium events noted by HLCR which 
require focused areas of improvement for LMB are appraisal deficiencies, credit evaluation or loan decision errors, 
unaddressed fraud alerts, missing legal documents, material misrepresentations relating to credit evaluations, debt 
capacity or debt ratio error, missing title report, insufficient credit documentation, invalid or insufficient signing 
authority, misrepresentation in appraisal information, missing Final HUD 1 statements that when obtained had 
unaddressed issues. HLCR rates the files using the following rating system: 

1. Unsatisfactory - a loan with one or more high events 

2. Requires Improvement-a loan with two or more medium events that are over the stated materiality thresholds 

3. Satisfactory with Qualification- a loan with one medium event over the stated materiality threshold 

4. Satisfactory- a loan with no medium or high events over the stated materiality threshold 

Audit Services tested a sampling of files reviewed by HLCR and found no exceptions In the reported results. 
Accordingly, reliance was placed on the most recent results published by HLCR which covered November through 
March 2007 as follows: 

1. Unsatisfactory (benchmark </■ 2.5%)- Nov 3.4%, Dec 6.6%, Jan S.6%, Feb4.3%, Mar 2.6% 

2 . Requires improvement (benchmark </» 10%)- Nov 29.5%, Dec 18.0%, jan 6.9%, Feb 4.7%, Mar 3.3% 

3. Satisfactory with qualification (benchmark </20%) - Nov 32.5%, Dec 30.7%, Jan 21.2%, Feb 22.0%, Mar 
25.8% 

4. Satisfactory (benchmark >/» 80%) -Nov 34.6%, Dec 44 .7%, Jan 66.2%, Feb 69.0%, March 68.2% 

While LBM has showed improvement in the underwriting quality, the overall scores are not consistently meeting 
established benchmarks. Even though volumes have significantly declined due to tightening of credit parameters and 
the unfriendly interest rate environment, LBM continues to struggle with errors that occur in the manually intensive 
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operating environment. LBM originated 12,955 loans totaling $3L2 billion year to date through May 31st 2007. 

Underwriting deficiencies were noted in our previous audit reports dated September 21, 2005 and June 29, 2006. 
Additionally, the OTS noted underwriting weaknesses (criticisms) in both their March 13, 2006 and May 17, 2007 
Safety and Soundness Memos. While management has been responsive to findings by identifying and implementing 
corrective actions, management has not been successftil in ensuring tfiat corrective measures are consistently 
followed to effect the desired improvement in the underwriting quality. 

Impact: 

Failure to consistently follow underwriting guidelines puts the company at risk for originating loans to borrowers who 
do not have the ability to pay their obligations. Continued losses, regulatory criticisms, reputation damage and the 
inability to securitize and sell loans in the secondary market could occur. 

Action Plan; 

lT»e Sub Prime Management and UnderwritingOversightteams are committed to improving the quality of our sub 
prime underwriting decisions and to ensuring adherence to our established guidelines. Effective with loans funded in 
February 2007, each underwriter has 4 loans reviewed by Home Loans Credit Review (HLCR) every month. The 
results of these reviews are used as a metric in the underwriter's incentive payout. This process creates a direct tie 
between the quality of the underwriter's work and th«r performance bonus. In addition, we have already established 
action plans as a result of our HLCR review results and an audit recently completed by the Office of Thrift 
Supervision. The following items are the key actions items that we have already started or are in the process of 
implementing that we believe will address the issues cited within this memo: 

1. We have developed a refresher training curriculum and recertification process for all Long Beach employees with 
Home Loans Credit Authority (HLCA). This recertification project has already begun and we anticipate all employees 
will be recertified by the end of the year. Employees in roles requiring HLCA who are unable to pass their assessment 
within the three attempts we have allotted will be terminated. The target date for completion of the recertification 
project is 12/31/07. 

2. We have implemented a standardized Underwriter Decision Summary template that must be completed for all 
loans. This template requires that underwriters provide details regarding the following areas of their decision; Credit, 
Credit Score, Income, Title, and General Underwriting information including Appraisal info. The template was 
finalized and released in an Ops Alert on June 29th, 2007. A subsequent clarification announcement was sent on July 
6th, 2007. 

3 . We have found that the majority of the income documentation eirors are the result of improperly cleared 
conditions. At the request of the Underwriting Oversight group, HLCR has added an additional event to their review 
criteria specific to the accurate clearing of conditions. This new event is being utilized for the first time in the June 
2007 funded loan reviews. UnderwritingOversight and the Wholesale Operations management team will be closely 
monitoring the results of the funded loan reviews to ensure that theconditiw clearing issues have been resolved 
through the HLCA training and recertification process. We expect the condition clearing error rates to be at or below 
5%byl0/l/07. 

4. On July 13th, 2007 we released a new Collateral Review checklist for underwriters. The new checklist provides 
clarification on additional red flags to assist underwriters in reviewing the appraisal. 

5. We will be providing additional communication regarding the requirement for adherence to our Net Tangible 
Benefit policy by 9/30/07 

6. To ensure that acceptable progress and improvements are being made, we have created a Long Beach Mortgage 
Underwriting Quality monthly review meeting. The required attendees for the meeting are the heads of our Sales, 
Operations, Underwriting Oversight, Credit Policy, and Credit Review groups. The meetings are used to improve the 
quality of our underwriting decisions by discussing the results of our quality improvement efforts and by addressing 
any new issues or challeng es dis covered. Tlie first m eeting was held on June 28th, 2007. 


No; 

Rating: 

issue Summary: 

Due: 

2 

High 

Improvements in controls designed to ensure adherence to 

09/30/2007 



Exception Oversight Policy and Procedures is required so 




that bans originated outside established credit parameters 




are subjected to the appropriate levels of review. 




Owner: 
C. Feltgen 
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Additionally, 3ccurate-rep<«tingand tradcing of exceptions 
to policy does not exist so thattheov^ll impact on 
portfolio quality can be measured and monitored. 



Audit Issue: 


Policies and procedures defined to allow and mcmitof reasonable and appropriate exceptions to underwriting 
guidelines are not consistently followed. Audit Services sampled 96 bans with application dates from February 1 
through March 31; 2007 and found that 23% contained exceptions to underwriting guidelines. Of the loans with 
underwriting exceptions, 68% had no evidence that the exception to guidelines had been approved.. The remaining 
32% had either inaccurate documentation of the exception or no indication of the required approval. 

Additionally, while checks are built into the LOS system to identify exceptions to credit parameters, effective 
reporting does not exist to track and report these exceptions. Controls built into the LOS system to require approval 
of exceptions can be circumvented during the perbd when the underwriting change becomes effective and the date 
LOS is updated to reflect the change. 

Management has not established tolerance levels for the number of underwriting exceptions and without effective 
reporting, does not have a means of quantifying or monitoring The additbnat risk taken on by allowing exceptions to 
established credit parameters. Industry studies have shown that credit policy and underwriting overrides and 
exceptions typically perform at least twice as bad as those loans made within policy. Given the significance of losses 
that have resulted from poor quality loans, LBM should closely monitor the credit quality of all loans originated and 
especially scrutinize loans originated as exceptions to policy individually and in the aggregate. LBM should also be 
able to quantify the aggregate number and dollar amount of loans made outside of established credit parameters. 
Impact: 

Allowed exceptions to underwriting guidelines that are not properly approved increases the risk of originating loans 
that will result in early payment default, foreclosures and losses to the business. Additionally, failure to have effective 
tracking and reporting and measures against established tolerance levels, limits management's ability to assess the 
overall impact on portfolio quality and increases the risk of excessive exposure. 

Action Plan; 

Our existing process for standard exception approval is controlled by the Loan Origination System (LOS) and 
governed by Home Loans Credit Authority (HLCA)- Exception Authority. When a loan does not meet our established 
guidelines and an exception is required, the LOS recognizes it and requires approval by an individual with the 
appropriate Exception Authority. Exception Authcwity for all employees is maintained within the LOS, therefore an 
underwriter without the appropriate authority can not approve the exception. The LOS also requires completion of 
the "UNDEX" (Underwriter Exception) form when an exception is present. This is a system controlled form that must 
be completed when an exception is present however, it is up to the credit approver to print the UNDEX form artd 
place it into the loan file. For non-standard or ad hoc exceptions, those which are not programmed into the LOS, the 
underwriter must manually complete the same process for exception documentation utilizing the UNDEX form 
within the LOS. As mentioned above in the issue summary, when guidelines change there may be a gap between the 
effective date of the change and the updating of the LOS with the guideline changes. The alternative to allowing this 
gap to occur would be to hold off on implementation of the guideline changes until the system is updated, however, 
this would delay implementation of the approved changes. When conditions require immediate changes to 
guidelines, we believe that we are better served by making the guideline change as soon as possible knowing that 
there is the potential for manual errors until the LOS can be updated. 


Management has established the guidelines for the types of exceptions allowed and the knowledge /experience 
required for approving the exception through policy and the Home Loans Lending Authority Exception Matrix. In 
addition, the Home Loans Lending Authority Guidelines manual lists what exceptions are prohibited. The Home 
Loans Credit Authority Exception Matrix was last updated on june 18th, 2007. 

In addition to the systematic controls listed above, on a monthly basis, 25 loans are reviewed for each LFC by Home 
Loans Credit Review (HLCR). HLCR also reviews an additional 4 loans for each underwriter. These reviews include a 
check to ensure that exceptions were approved by an individual with the appropriate authority. This review process 
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ensures that both the standard, LOS controlled, and ad hoc, non-LOS controlled, exceptions are approved by an 
individual with t he appropriate authority. 

Our existing exception reporting tracks the number and type of exceptions approved at an LFC level, however we do 
not currently have tracking of loan performance specific to loans with approved exceptions. The exception loan 
performance tracking is addressed within the action items below. 

Action Items to be completed; 

Given the recent changes in the mortgage environment, we believe it is in the bank's best interest to significantly limit 
the number of exceptions allowed and limit the number of individuals allowed to grant exceptions to our 
underwriting management team. To accomplish this we will be completing the following actions over the next 60 
days: 

1 . Remove the authority for underwriters to approve exceptions Target date 9/30 /07 

2. We have established a threshold for exceptions approved by the site underwriting manager of 5% Target 

date9/30/Q7 


No: 

Rating; 

issue Summary: 

Due; 

Owner: 

3 

High 

(High) Improved processes and cbfttnols are needed to 
effectively monitor the integrity of the data manually keyed 
into the Loan Origination Systerh (LOS) ahd automatically 
fed to the Fidelity loan servicing system. . 

08/31/2007 

A. Hyde 


Auditissue: 

Throughout the loan origination process, LFC employees manually key data into approximately 95% of the fields in 
the LOS. Once the origination process is complete, data from the LOS populates the Fidelity loan servicing system. 
LBM has quality control checks embedded in the origination process as inputs made by the loan coordinator are 
confirmed by a peer. In addition, a pre and post funding review is performed which is designed, in part, to check the 
integrity of the input data. However, because of the manual nature of the controls and the manually intensive 
operating environment, the controls have not been effective in managing the risk of data integrity errors at an 
acceptable level. LBM management does not have a process or reporting in place to effectively monitor the results 
and effectiveness of the quality control checks. 

LBM also relies on the work of the Home Loans group's quality review department. National Post Closing 
Operations, (NPCO) which reviews a 5% sample of all loans closed monthly for the Retail, Emerging Markets, 
Consumer Direct, Whole and Sub-Prime Lending channels. The NPCO group validates the data populated to Fidelity 
back to the physical loan documents and publishes the results in a monthly LFC Feedback Report and on the NPCO 
website. NPCO defines high risk errors by field and at the loan file level. The results of the NPCO data integrity 
review for LBM for jan through May 2007 showed an average high risk error rate at the field level of 12.8%. 
Additionally, 98.3% of all loan files reviewed contained some type of high risk data integrity error. The majority of 
the errors were around inaccurate or incomplete data for hazard insurance, loan terms, borrower income, and first 
time homebuyers. Other errors noted included flood coverage amounts, credit scores, note dates, and borrower 
ethnicity, race, sex and address. LBM management was not aware of the results of the NPCO file reviews until May 
2007. In june 2007, NPCO management began submitting the LFC Feedback Report to LMB management. Defining 
a repeatable and sustainable process to address results of the NPCO file reviews including root cause analysis, 
appropriate corrective action, and appropriate accountability will reduce the risk of data integrity errors. 

Impact: 

Reports generated from the LOS system, such as the Pipeline report, could contain errors and omissions resulting in 
the use of inaccurate information in managing the business. Additionally, bans that are not set up on the servicing 
system in accordance with the supporting loan documentatbr> could result in customer dissatisfaction and non- 
compliance with servicing agreements in the event that the loan is subsequently securitized and sold. 

Action Plan; 

Management Agrees - Process has been put into place of reporting and notifying the LFC Management Team of the 
data integrity issues. LFC Management and Strategic Support will be attending monthly calls to discuss findings. 
Expectations are to reduce error rates by implementing appropriate actions beginning with the July 2007 conference 
call. 
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No: 

Rating: 

Issue Summary; 

Due: 

Owner: 

4 

Low 

Improvementsare needed mOperationsAIertsusedto . 
communicate changestounderwritlhggtHdeliries to address 
the impact on loans mtransitonfhedateofthediange. 

08/01/2007 

C.Feltgen 


Audit Issue: 

Operations Alerts are used to communicate underwriting dianges to the employees. However, the alert does not 
clearly define howto handle loans in processat the time ofthe change. During Audit Services review of underwriting 
changes, 31 loans were received by the LFC on the effective date of the underwriting change. Although, LFC 
employees were instructed through email communications to underwrite these loans under the guidance prior to the 
change, there was no documentation in fiietosupportthisdrection.VWtile emails may be an efficient process for 
distributing information to employees, the Operations Alert is the formal communication and the document retained 
overtime. By clearly communicating instructions for loans in transit through the Operations Alerts, a well-defined 
process and audit trail that encompasses ail aspects of the underwriting change will be in place. 

Impact: 

Inconsistencies in adherence to underwriting guideline changes for loans in transit could result in the appearance of 
untimely implementation of the changes and result in regulatory criticisms. Additionally, loans in transit could be 
underwritten under the prior guidelines for an unacceptable period of time which would delay the effectiveness of 
tightening credit parameters. 

Action Plan: 

As of August 1st 2007, Home Loans Policy and Procedure department will alter the Communication Request form 
(completed by the requestor) to prompt them to indicate the process for pipeline loans on all requests for 
communication, or to specifically state that their communication has no impact to pipeline loans. This is being asked 
for all communications (not only Operations Alerts). 

In addition to that change we are adjusting the template on the Ops Alert form to have a hard-coded section to clarify 
actions needed for pipeline loans. This change will also be implemented no later than August 1, 2007. 

Operations management will ensure that any follow up communications used to clarify information contained in Ops 
Alerts will be followed up with a revised Ops Alerts to ensure consistency of the communication throughout all of 
operations. 
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Definitions 

Issue and report ratings are based on the auditor's judgment, fn determining the report rating, the 
auditor will consider the following guidelines. 


Report Ratings 


Satisfactory 

The overall system of risk management and internal control is effective and well-documented. 
Few minor control deficiencies exist wiHt minimal resulting exposure. Business risk has been 
managed at an acceptable level. Repeat findings, if any, are not significant and non-compliance 
with regulatory requirements results in minimal exposure. 

Satisfactory with 
Qualification 

The overall system of risk management and internal control is generally adequate and functions 
effectively; however, isolated control deficiencies require management attention. While these 
isolated deficiencies create some exposure, business risk has been managed at an acceptable 
level. Repeat findings, if any, are not significant and non-compliance with regulatory 
requirements is isolated. 

Requires 

Improvement 

The overall system of risk management and internal control has deficiencies related to multiple 
business activities. Exposure is considerable and immediate corrective action is essentia! in order 
to limit or avoid considerable losses, reputation damage, or financial statement errors. Repeat 
findings are significant or non-compliance with regulatory requirements is substantial. 

Unsatisfactory 

The overall system of risk management and internal control has major weaknesses resulting in 
unacceptable level of risk. Exposure is considerable and immediate corrective action is essential 
in order to limit or avoid considerable losses, reputation damage, or financial statement errors. 
Repeat findings are significant or non-compliance with regulatory requirements is substantial. 


Issue Rating 



High 

Medium 

Low 

Impact 

Affects the overall control 
environment and the 
achievement of relevant key | 

business objectives 

Could affect the overall control i 
environment and the 
achievement of relevant 
business objectives if left 
uncorrected 

Not severe enough to affect 
the overall control 
environment or the 
achievement of relevant 
business objectives 

Exposure » 

(ImpactX 

Probability) 

Considerable exposure to 
financial statement errors, 
losses, reputation damage, 
fines and penalties, or loss of ^ 
business 

Moderate exposure to financial 
statement errors, losses, 
reputation damage, fines and 
penalties, or loss of business 

Minima! exposure to financial 
statement errors, tosses, 
reputation damage, fines and 
penalties, or loss of business 
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From: 

Sent; 

To: 

Subject: 

Attach: 


Melby, Randy <randy.melby@wamu.net> 

Tuesday, August 21, 2007 5:19 PM 

Snyer, Michele P. <michele.snyer@wamu.net>; Timberlake, Bridget 
<bridget.timberlakc@wamu.net> 

Fw: Long Beach Mortgage Lean Origination & Underwriting (REQUIRES 
IMPROVEMENT) 

Long Beach Mortgage Loan Origination & Underwriting pdf 


= Redacted by the Permanent 
Subcommittee on [nvestigations 


Please draft talking points forme prior to me meeting with Steve. How would the two of you respond to Steve? 


Randy Melby 
206- 500-4131 (w) 
206-4HBi(c) 


Original Message 

From; Rotella, Steve 

To: Melby, Randy 

Sent: Tue Aug 21 14:12:52 2CK)7 

Subject: FW: Long Beach Mortgage Loan Origination & Underwriting (REQUIRES IMPROVEMENT) 

Randy, 

Maybe when we discuss the ECC offshore audit we can discuss this as well. This seems to me to be the ultimate in bayonetting the 
wounded, if not the dead. Not only do we already hove a MRBA from the OTS on this, but the business is essentially gone. 1 question 
what this adds to anyone's knowl^ge. to the betterment of the company, or to our ability to fix what we need to fix. 


From. GM Audit Sendees 

Sent: Monday, August 20, 2007 S;03 PM 

To; Schneider, David C.; Stcininct/„ William J.; Hyde, Arlene M.; Fcltgcn, Cheryl A. 

Cc; Abera-ombie, Cynthia L., Ballcnger, Melissa J., Cathcart, Ron; Wagner. Maynard; ‘davcho@deloitte.com ', Melby, Randy; 
Rossi, Clifford, Rotella, Steve; Kiliinger, Kerry K.; Casey, Tom; Stephenson. Richard 

Subject: Long Beach Mortgage Loan Origination & Underwriting (REQUIRES IMPROVEMENT) 

The attached audit reDor^oncludes our review of Long Beach Mortgage Loan Origination & Underwriting. Please contact Bridget 
Timberlake at you have any comments or quc.stions. T hank you. 

«Long Beach Mortgage Loan Origination & Underwriting pdf» 

Report Rating; 

Requires Improvement 

Executive Summary 


Long Beach Mortgage (OLBMD) operates as a subsidiary of Wa,shmgton Mutual Bank and specializes in the origination, purchase 
and sale of non-prime residential mongage loans secured by one-lo-four family residences, LBMDs borrower base consists of 
individuals who do not qualify for traditional 0 AO credit and exhibit characteristics indicating a significantly higher rate of default 
than traditional bank lending customers. Loans totaling approximately $5.8 billion have been originated by LBM January through 
June 2007. The majority of loans originated by LBM are securidzed and sold in the secondary market. As of .Tune 30, 2007, LBM ha.s 
approximately $4 billion in outstanding loan balances representing 2% of WaMuQs outstanding home lc>3n.s portfolio. 

1 Permanent Subcommittee on Investigations I 
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in response io chaiienges resuliing from the softening housing mailed, riang into'ea rates, tightening capita! markets, poor portfolio 
performance and undert\'riting deficiencies, LBM continually refines their process^ and guidelines. While management has been 
responsive to these chaiienges by identifying and impiemsiling corrective actions, actual underwriting practices have not been 
consistent to achieve the desired levels of improvement. CcHitinuedpanrans of loans being underwritten outside of established 
underwriting and documentation guidelines have beat previously identified by several groups including: Audit Services reports dated 
September 21, 2005 and June 29, 2006; OTS raeniOTandmns issued in March 13, 2W6 and May 17, 2007 Safety and Soundness 
Memos; and Home Loan Credit Review (UHLCRD) reviews. Results of reviews performed by Audit Ser\'ic.es and HLCR based on 
loans originated during 2007 have shown improvements in the underwriting qualit)’ as steady progress tow'ard established 
underwriting benchmarks is demonstrated. 

In addition, multiple issues resulting from the irnplerntmtalkm of Palisades including data mapping issues, lack of automated tools to 
scrub the data, inadequate pricing and credit exertion controls missing fields for loan origination channels w'ere noted in the 
Capital Markets 0 WaMu Subprime audit currently in process. 

The manual processing environment has not successfully demonstrated the ability to support the complex processes inherently needed 
to execute efficient and effective subpiime origination and undowriting activities. Inadequate exception controls and reporting within 
the Palisades loan origination system (QLOSO) have resulted in the need for aAlitional manual controls and workarounds. 
Management continue.s to be responsive to challenging market conditions and loan quality by tightening and refining credit 
parameters. However, an increased sense of urgency and inttaisive oversight is required to sustain the processes necessary to 
effectively execute these actions and ultimately meet and maintain quality levels of underwriting. The Requires Improvement rating 
represents our opinion that the overall system of risk management and internal controls has deficiencies related to multiple, critical 
origination and underwriting processes including underwriting quality, data integrity, and the monitoring of loans originated outside of 
established credit parameters individually and in the aggregate. These deficiencies require immediate effective corrective action to 
limit continued exposure to losses. 


The following issues represent high or medium risk to the business unit; 

1 . (High) Repeat Issue - Underwriting guidelines established to mitigate the risk of unsound underwriting decisions are not always 
followed and the dccisioning methodology is not always fully documented, 

2. (High) ■ Impi'ovemcms in controls designed to ensure adherence to Exception Oversight Policy' and Procedures is required so 
that loans originated outside establislted credit parameters arc subjected to the aj^ropriate levels of review. Additionally, accurate 
reporting and tracking of exceptions to policy does not exist so that the overall impact on portfolio quality can be measured and 
monitored. 

3. (High) - Improved processes and controls are needed to effectively monitor the integrity of the data manually keyed into the 
Loan Origination System (LOS) and automatically fed to the Fidelity loan servicing s^'stem. 

Management has provided action plans to address the issues listed in the report to be completed by 12/31/2007. Audit Services will 
continue to monitor the progress made by LBM in attaining acceptable levels of performance through our ERlCs follow up process 
and through rcv'iew of IILCR file review results. 

Additional background, a list of the is,sues found and a descripiion of the objectives and scope of the audit are included in the 
following sections of the report. 


CONFIDENTIALITY NOTICE; This electronic mail transmission may contain legally privileged, confidential information belonging 
to the sender The information is intended only for the use of the individual or entity named above, If you are not the intended 
recipient, you are hereby notified that any disclosure, copying, distribution or taking any action based on the contents of this electronic 
mail IS strictly prohibited. If you have received this eieclronic mail in error, please contact sender and delete ail copies. 


Confidential Treatment Requested by JPMC 


JPM_WM0485983!> 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00488 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


477 



Q 

Q. 


U. 

6i 

C 

c 

d) 


w 

c 

CD 

O 

_i 

(D 

E 

o 

X 


(0 

‘o 

d) 

Q. 

0) 


d) 

(Q 

(0 

d> 


$ 


§ 


0) 

*> 

0) 


QC 


T3 

-2 

0) 

cn 

CO 

h- 


r^ 

o 

o 

c\j 


£ 

O 


oa> 


u 5 s 

oB I £ 
c ^ O 
CC O) t; 

CO o 
I d} 

ra fe I 
•S r 
— o (/} 
^ S o 

^ <D ^ 
^ LU O 


.9 ^ 

CO '-o 

® 9 
(3^ 

.9 o (0 <0 o 

^ c F S* O 
oB 0) o 5 O 

■r ^ o 


l|4i| 

g 1 ctllI'- 
a ^ 5 > ^ 
I -g I b ^ 
^ 0) 5 I dj 


> ■> := o, 

5J CO a> 3 
CO Q 2 CO 


ro I 


^ Q. 
d) L/ 

S c 

CO I 

d> ^ 

> E -q 


OO 00 CO fO 
N N N <n 
« S 5 F 
0 0 0 3 


C 3 

3 tfi 


= “ "S 

m 

9 o .52 


I CO 


3= .t t. 

0| g 

i 0) B 

> "O .. 

d) c 7^ 

K 3 
.-s d) 

■p O) 

5 CO 

0 S. 

u.- O ® 
CO S ■£ 

1 i LU 

.£ o>'S 
■g2£ 
£ ._ o 

2 CO , 
.2 \ ^ 


< 

I 

© ■ 

- 

§ S ^ 

^|S 

S ig 

og 


? CO ^ 

' D) C ,C 


o I 


ta^ 

; 5 


5 St 

M a > 

w d) d> d) 

a u: a: a; 


I < P £ Q 1 


“ >, m o 

Q o S tr 


42 TO C 


C -D 5 

?5.i 

C E S 

< cS 

CO i 

£ i.2 

< CJ) c 
r c dj 
1 £ ^ 

' 

,9 X ^ 

■O ® TO 

^ 4: C3> 

S.9 £ 


Confidential Treatment Requested by JPMC 


I Permanent Subcommittee on I nvestieationsl 

exhibit #21 I 


JPM_WM04013923 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 Jkt057319 


PO 00000 


Frm 00489 Fmt6601 


Sfmt 6601 


P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


478 





Confidentiai Treatment Requested by JPMC 


JPM_WM04013924 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00490 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 





ph44585 on D330-44585-7600 with DISTILLER 


479 


£Z IS O cr 

“ o ° § 

Isf g 

m — ■« O 


CT 

CTjr Tf 

El< S 


Donfidentia! Treatment Requested by JPMC 


JPM_WM040}3925 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00491 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


480 





ph44585 on D330-44585-7600 with DISTILLER 


481 



Confidential Treatment Requested by JPMC 


JPM_WM04()13927 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00493 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 


ph44585 on D330-44585-7600 with DISTILLER 


482 


jSStoicoL*- 
' t*i ^ CO L 

> KnUi® <?k> : 


> S S CD to „ i 
' CO CO eo CD . 

> oi k ® ; 


; 5 Sr ffil i 

? «! m ® 9 ® f 


, S S CD CO 
' o CO o a> CD 
><0^eoeor» 
d m y- y~ 
4 


3 S S CD CD _ j 
N 0> r»- «o »-■ (D • 
2 ^ 03 ® ® ® f 


io£x e 


8 s 

I8||l 

s iss ” 

g-Q CNt (Nt O 

^ "D £ *£ ’ 5 
■s c o o ,2 
3 ra « M tS 
0 )< >. >. c 

<“.441 


*= © -ss 
o x: o o o 
0) (0 © © 

St: c !»= it: 

UJ < UJ UJ 


Confidential Treatment Requested by JPMC 


JPM WM04013928 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00494 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


483 


ronfidenlial Treatinent Requested by JPMC 


JPM_WM040 13929 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00495 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


484 


> P-, ffl O "o 
^ O ® — C 


I >. t» 0 ) W) J 

; <0 -Q &= -c ' 

■ £ 8 3 ®i; 

' — tr c: CD 

t to g 0) - J 

®2 o. 


D iS © o ^ 
5 © le o c 
^ ^ ® to 


lS£“i 

s ® 'O ~ 


B u< m u 

X O ® £ O , 

5 E (— o) ^ J 

?e||f I 


“ o ® ri o 1 

ii § at ; 

- p o y © •• 


“ >, « © ® 

illil 

3 ? 2 « 5 

2 Q. "D ® 

> ® © 8 ® 
d^-Ejd- 
> s; $ ^ 

^ ^ o ^ © 

“ w ® o 

5 © ^ ®-S 
^□l ® JS p 

D TD ® © 
D C 3 © TO 
- O a 

3 S S •> § 

s -S > TO 2 

= l 8 sS 


hs i o g 
: ® > © 2 
r c o «) V- 

=> o 


: c S 3 ^ 

3=811 

T3 CM — <p 

1 TO ® y C 

2 -O O £ ^ 

1 ) 5 ® 

3 20 

2 Q. TJ © TO 

0 © © o £: 
= •o o 
3 ^® Q.'S 

sa g s g 


S B S >■? ; 

•£ C rj 2 TO i 
TO © C o 4= -J 
c o TO ® — w 

s-o s I ; 

13 5 m J £ .J 

2 g CO © t; ( 

© ©O 3 g j 

2 2 2 ® y ! 
‘=E££- 

c _ C u> ? 

TO ® ■“ 2 £ ( 
o £ c © ,^ I 
— o © 52 . 

^"O -.s Q. TO>J 

•se©TOQ.TO“ 
^ “ e TO : 

-S|- £■■ 

41 C -o ^ 

-O c 2 2 ' 

'*•5 0 §:-•; 

S © TO © E 1 

If |o.^ i 

a; -i £ S ® ! 

1 ^ 1 oli 

s g e c £ j 

» 2 g 2 g ' 

® i s Ir : 

■6 “ o " ® 

^ s — m- 

2 2 © tK ■ 


£ ® ■> © 
If 2« 


■3-£ 1 £ 


j ® ®=g « 

' o 2i — i 

J) o Q. >> ^ 

r® s i= 

J 3 TO ® O 

) « x: y D. 


^ ^ XT © 

Sog.-g 
^ Q. O 
£'"0 2; 
8 g D.” 
« “ o O 

® ? .$ E 

S ®o ” 

£ i 2 2 

O C 3 

c c ts o 
- o 2 y 

o o £ 2- 
■" >, c O 

"D © o i 5 
2 £ c ® 
TO C 0-3 
® O O c 
^ '^ « © 
© ojq: E 
®io S' 

$ S O a. 


Confidential Treatment Requested by JPMC 


JPM WM040 13930 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00496 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


485 


2 5c®- 
CM 16 § £ . 

2 £ ® $ -I 
® trt 2^ Q 1 

> O) c x: ’ 

> ca ® 

£ *= S 5 1 

1 £S| i 

2 c t3 S' 
■*= I B c 

<s S o .» J 

11 1 i- 

siSg. 

p.s«. 

“Hi 

33 fc «= 0} * 

e £ o £ 
15 - 1 


2 Sc cS £ C 

i> w £ o» & 5 

= 2 ci 8' 

r flj <fl Q) o i 

5 s .s a o j 

8 ® s 8 “ ’ 

- •a 2 n •— < 

klil^ 

I ® i I 

: c w o t ( 

22§5_- 

0 — :ti .2 S 
0 0) -D > -c I 

- r: T3 ® a> < 

3 h- < q: > 3 


^ c t y-.! 
UCQn^- 

c t o ( 

l%ls\ 


I i:|i.i| 

5 ■ssi.l- 

c 01 £ .£ .ts X 
= ™ g 'C w S 

I 

5 5 ® a: I g 

3SS ® m a>| 

» s ^ ® -C >= 


5 £ CV ro ■ 


Confidenlia! Treatment Requested by JPMC 


JPM WM0401393i 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00497 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


486 





ph 44585 on D 330 - 44585-7600 with DISTILLER 


487 


O to .52 ' 

^ XI r~ I 
■O O !-==;■■ 


> £ E ! 


■D 

> C CO 
3 3 


g 


03 o •! 

c ^ is x: 
g ° CO i- 

■O « - 1 ,^ 

•t; .-t; 'jz 

1 g. 

o .£ ro Q- 

I "o n ^ 

TtJ c: ^ w : 
^ £ E 03 
> 3 .£ 

*- 03 o 

s-l 8 I 

“ ” s-S 

■a a-e? 


O c - 
■o CO 


"R c , 


^ i I s 

K gi^ 


S O E 

£ g fe 

03 Q-_ 

5 E ^ 

£ ,n « 

li^ 

^ E 

CO ~ 
’ 03 E g 

-c .E 0 

x: 
X 3 C! 

c o 
o :2 

CO '*" 3 

^ li g 


2 "o 


O 

y 2 - 

X ,„ £ 


™ £ j 
£ 03 *■ 
CO S 


.52 ■“ 03 
X* W 3 ;= 


l- 'E m 
.S x: Q 

S SoS; 
“52: It 
P^l 
usl" 

« rr > n 

2 ^ 43 

g .£ SS S 

— J f o 

E CN 03 « 

O -tf •£ « t 
X <0 3 

■g 03 I ■O t 

E « « ® 

€ E o E-; 

S lo: £■ 
“•t o g 
Sn-O I 

l?»s 

s - « 


£ o 


^^3 


OT 2 S 


^ +- to CO 


io 


O d) 

Q. T- 


m i 


{? O 
(0 CO 
Q.-D 

!”■ 

03 p 

e i 

CL Q 

T3 -E 


£ § 
o ro 
o ,g 


01 T 3 

CO q;: to 
C O E 

S 


2 S g 
g .S “ 
5 -o i 

m C O 


il 

0) 03 
^ 03 > 

• J ,2 

^ o c 
S C- £ 
-2 

<0 S ^ 

S ?1 

W3 O CO 

its 


O 2 ! 

is G ( 
T3 2 J 


CO £ 1 


2 E 


2 y 

flj > 


W ^ CD 

•2 I §; 

t::|^ 
8 .® ® 
£ w o 


II ' 

5 52 
c ® 


o c 
^ o 


— «’ T 3 
03 .2 ' 

? E 

- p 


> E S' 

rs,± p 

ig°:i 


(U £ 

7 l 

« c . 
£ 03 . 


?" »'S,± g 


C tf) (- . 

w ^ - 
«D 03 

. £ -o £ - 


- .O Z .£ 


CN -a ® 

CO c -e 
to CB 


■“ 0.0 

® 2 
2 oi 2 


■D C 0) 

-g -c: c 
g Q. O 
$ 03 


C ^ 
5 ^ £ 


: j- 

: o ®-s 


o $ - 
E £ 


SB 

p to ‘ 
o £ 1 


;f P| 

:«o|o 
. g = »= g: , 

; 2 £ ® ® ■ 

03 (V £ I 

2 5 03 1 

I ^ **3 c i 

' T3 «3 0) •£ 

' 2 S o 1 


.£ 5 ^ 
® « E 

Ei.g 
° gS 

« O tf) 


£ 0) 2 

£ §*■$ 
C CT C 
_ ^ (0 
,gOg 

"5 -o ° 

•owe 


mere 

03 §. “ 


w 




I 03 (1) 

! 3 -s 


3 O -C 
3 ■£ (0 

i S.S 


(0 p (0 c 
tl Si O 


■D ^ 

C 03 
® « 
c £ i: 
■S’: 8 


. «= 
^ ® 
■o g 


XT c: ^ £ o ® o 


.*|i 

>iiS 

: S c g 

: cj ~ c 

tp 

2 o ® 
o X 3 e 

® n^ - 


.2 2 Q> 

■5 o E 
(0 0 . o 
c o ^ 

S.E 

o 2 


® C 03 

« -a ^ 
03 O 

R So 


o “ ■o 
~ 2 o 
fe R .E 


5 .> 

8 £ ‘-a 
S: 5 to 
Stj £ 


c 

o 

E 

CM 

■D 

03 

C 

03 

a 


.2 2 43 


= 03 C 

= ? -B 

5 p Q. 
') £ 


£ 

Q i-o 

ads 

lliS 

a CO P r- 

s ^ ^ ^ 

o a n ™ 
O fc «- 
■ 1 m"g 

; & S 


ll ” 


o S s. 

s^gi 


03 0) •: 


Q-p 

§ I 


s IIS 


U 03 
03 I- 

IS 

»i 'a-D 

ig 

c O 


° 1 2 E ‘s a 2 ■§ 


'.S 03 
JO C 0 

Q. I “ 


9 5 2 

= £ s'® 
aa °-gg 

CO ^ ^ CM 

“ O - 

03 CM ^ T3 £ 

I ® ” 

iliis 

S E ~ ® S 

£ Q.^ ^ 0) 

^ 43 6 ^ O 

o g 

isf 
5 1 ■iff 

; i » 2 f I 
£ g s gS 
■s s I s| 

iB » = ^ 
0 g S £ 


5 !« 5 


8&- 


or, SopR«2 

03 52 (0 

“•lOrtpOTS^C- 

fliliiSi 


■25 c-“l 
H s § » s 
-■ 2 ■’= " g 


®®'R>,-“2'“Efl)t03 *^.2 ©Cm 

‘‘2_ffl££^>'ca3«fl C303.>^, 

= S’ ^ 03 - - - . - _ 


1 2 S 

2 o c 


o CO 

|N^ 0 ) 

b X 


Soli 


ft? 

2-1: 

3 <£ S'® 


.-_ - e 

g c X3 
£ 03 c 
O «3 © 


s C 03 «fl 

. O 03 c 
'■■=?_© 
: £ o 


'o ra 

E§ 


_ JO — 
C 3 03. 
03 Q. C 

E gS' 

fgl 

< U. 3 


li-lf 

© 5 fl} 5. r 
C .© £ .X P 
m $ 

>>■„ oc S 

a r- N CD CO 
• O. 

9 n n n n 


Confidential Treatment Requested by JPMC 


JPM_WM040I3933 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 Jkt057319 


PO 00000 


Frm 00499 Fmt6601 


Sfmt 6601 


P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


488 


Q OJ Q) 5 

£ Q. 5 


CO -O £ O 

sl S-s 


* 5 ™ I 
I a I o I 

y o o — ffl 


b ™ ^ o -c 
a) b S 

>,5 „ o>® 
a £ o o> 0) 
. p li :i 15 

Q.«fc CD ^ C 

□ m 13 £ Q. 


5 2.^^ c 
®a>£-2- 
■> W ^ o £ 


S2|| S 
i S « 2 Q. 
8 «> E s Q. 

ll|il 

5-5 Sis 

ill®® 

o cc a £ c 

^ c <i> -o 2 
.2 .2 £ c 
m t3 2 ™ 

1_ flj OJ (rt « 

f i s 
|gil| 


f sll” 

c3) » -y t5 b 
3 5 41 x: 

E I ^ 

5i2 2f 


= C 

- • 2 k “ n 
^ CD x: •= S 

d fe s Sr 

- s '5 w s 
» s s s 0 Ti 
S E -5 J 2 8 5 
ig Z £ a > X 

§s5|2; 

2 o>P- - a 
^ ‘i M g O t 

1 ■i’ l Ilf 

A C a) ^ ^ L 

D o S a> fl, a 

r « Q. Q.^ i 
tJ 0) 0) £ ■*^ t 

5 a.^ o ■?=: 

2 — o o c 
2. o c r- >* '" 

"las'll 

5 “s S,= t 
S g 3 fc 

3 E ”> g £ “ 

^ 5= 0) £ 5 

5 o r c t> a 

g S.S 

iii|.is 

? R 0 S E c 

® 0 s -D = I 


“ g o -S g ! 

s.>'E= ■= 

» 0) CD CD 2 { 

5.i 5 = 3 ' 
3-= $ '5 2 j 
^ CD 5 0) > 

= c 0 ) S- 2 { 
s O fi 

D ^ <2 = ( 

^ (D 15 jE 2 < 

J J3 3 S J 

llili 

^ Qj ^ c •; 

2 3 C B CD .! 

“ ■g'c ® I 1 

5 o < £ « { 


Confidential Treatment Requested by JPMC 


JPM_WM04013934 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00500 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


489 





ph44585 on D330-44585-7600 with DISTILLER 


490 


O 0) ^ 

® ^ E 

CO O) 
o ■O .9 

CL <B c 

o S 2 
O 2 

^ C»X7 
2 c: 

■“ 0) CO 

TJ -Q -o 
%BS-6 

'5 3 C S 
o g $ C 

Q.S E .3 

^ , <y oj 

§S I" 


CD .i= 

™ o 03 x: 

0) TJ >< ;> 

£ S -5 $ 
c- c ^ ^ 

TO OJ 2 
O O- m 03 

g c " -£ 

O W> Q. 


® O O C/3 
Q.-0 £ ® 


||ig 

■g Q ® ° 

to 0. ® "S 
S' ^ ® 

2 S ■ CO 

S 03 C CO 
££ &3 


C te 7? « 

° to ±i O 
C 9 3 S. 

i c £ s 
l^-a g 

igsg 

® 9. o 

Q. CO 

£ 5 ® -c 

- 2 to 
® ^ Q.^ 


S ® S o) To 

= "o o ■£= > 

O C C TO c 
5 CD Q- TO - 
O t/> <r o £ 

J gy^s 
|€^ ” s 
3 g g £ g 

i= o *- o tn 
2 T) 5 .2 o 

S 2 5 ®2 

/5 S 2 ^ 

g-S S S’? 

S ro 2 ■! i 

|si 11 

eSII” 

£ E TO c 2 
> .2* m CD ® 


j u g 

S g’g §■ 

2?S^ 


s®Ie1 

_J -s; C TO 

^ f O - £ 
2 .2 *=: CD O 

TO S 

O s o CD 

?! 
g = £ S g 


CO ^ 
o c •_ c: 

"S o o 2 

ISfli 

e « s e o 

TO cfl ® o ^ 

Q_ ® ^ TO 

.i ^ 8 g 1 


« f? 5 TO O . i 

— 2 TO 5 Q c . 

® > o is £ ra I 

£ S c c to . 

2 CO CD ^ S "I 

(O TO .c o s "O ' 

C O § to TO 5 j 

£ « E -g CD 5 * 

is “ eSsi 


Conflctenlial Treatment Requested by JPMC 


JPM WM040i3936 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00502 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


491 





ph44585 on D330-44585-7600 with DISTILLER 


492 


r^onfidentia! Treatment Requested by JPMC 


JPM WM04013938 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00504 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


493 


C QJ ® -Q 

L|l 

! y CO £ C<) 

2 to oj ? « 

C j- O b«> 

i S co‘ Q. Q 


; c 9-*^ P 
» M !i> 55 P 


5 Z o CO CO 
. CO O O Q- 


till 

III I 

■fe CO 13 

g>E|£ 
oS gz 

Obn.T- 


Confidential Treatment Requested by JPMC 


J?M WM040 13939 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00505 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


494 





ph44585 on D330-44585-7600 with DISTILLER 


495 


Confidential Treatment Requested by JPMC 


JPM WM0401394i 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00507 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


496 


To; Jim Vanasek, Cheryl FeJtgen, Hugh Boyle, Tim Bates 
From: Nancy Gonseth 
Date: November 1 7, 2005 

Subject: So. CA Emerging Markets Target^ Loan Review Results 


Due to a sust^ned history of confirmed fraud findings ov^ the past three years from the 
Emerging Markets and Retail Broker Program areas, the Home Loans Risk Mitigation 
Team recently conducted a targeted review of loans originated in two Southern California 
Community Fulfillment Centers (CFCs). During August and September 2005, all loan 
production from the Montebello and Downey CFCs was scored w'ith DISSCO (Data 
Integrity and Search Score), a mortgage industry standard fraud prevention tool that the 
Home Loans Risk Mil team employs in proactive fraud identification activities. Loans 
that were flagged as recommending investigation were reviewed, along with a random 
sample of the remaining 10% of originatioiK from these CFCs during this time frame. 

The purpose of the review was to establish a factual basis for determination as to whether 
or not a broad, systemic pattern of mortgage fraud was present in the Emerging Markets 
and Retail Broker loan programs, identify its persistent forms, and determine the 
effectiveness of process and policy execution in these particular areas. 

Based on this targeted review program, an extensive level of loan fraud exists in the 
Emerging Markets CFCs, virtually all of it stemming from employees in these areas 
circumventing bank policy surrounding loan verification and review. Of the 129 detailed 
loan reviewed that have been conducted to date, 42% of the loans reviewed contained 
suspect activity or fraud, virtually all of it attributable to some sort of employee 
malfeasance or failure to execute company policy. In terms of employee activity 
enabling this perpetration of fraud, the following categories of activity appeared most 
frequently: inconsistent application of credit policy, errors or negligence, process 
design flaws, intentional circumvention of established processes, and overriding 
automated decisioning recommendations. 

This memorandum outlines a few of the most egregious activities identified based on the 
targeted reviews, with particular documentation of the specific areas of failure to follow 
policy by employee. Based on the consistent and pervasive pattern of activity among 
these employees, we are recommending firm action be taken to address these particular 
willful behaviors on the part of the employees named. 
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]PM_WM024gl934 



Examination of fraud and loan performance in: 


> Retail Broker Program 

> Two Southern CA Emerging Markets 
Community Fulfillment Centers (CFC’s) 

• Commerce 

• Downey 

Loan review period covers loans produced from 9/2003 - 8/2005. 

Washington Muiuat Omfidanti^-Linuted Access Credit Risk Management 2 
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I 


• Fraud findings within the So. CA Retail Emerging Market 
CFC's are preventable with improved processes and 
controls. 

• Fraud findings do not differ between the retail broker and 
retail lending programs and principally relate to 
misrepresentation of loan qualifying data. 

• The Bank’s top two retail loan originators based out of two 
So. CA Emerging Market CFC's, produced 67% of all retail 
broker production YTD by unit volume. 

• Forty two percent (42%) of targeted reviews completed on 
loans produced in August and September 2005 contained 
excessive levels of fraud related to loan qualifying data. 

|i^: WssftlngtossMutual Confident - Limited Access Credit Risk Management 3 
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Overriding automated decisioning recommendations 

- Loan 0694256827 


Technology (Optis) limitations 

- Loan 703013763 
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From: Feitgen, Cheryl A. <cheryLfe!tgen@wamu.net> 

Sent: Saturday, November 19, 2005 12:10 PM 

To: Gonseth, Nancy C. <nancy.gons^@wamu.net>; Bates, Timothy 

<timothy.bates@wamu.net> 

Subject: Re: Retail Fraud Risk Overview 


Thanks, Nancy. That would be great. 
Cheryl 


Sent from my BlackBeny Wireless Handheld 


Original Message 

From: Gonseth, Nancy C. <nancy.gonseth@\vamu.net> 

To Feitgen, Chery l A. <cheryl.fe!tgen@wamu.nel>; Bates, Timothy <timothy.baies@wamu.net> 

Sent; Sat Nov 19 06:51:58 2005 
Subject RE. Retail Fraud Risk Over\'iew 

Cheryl - 

1 got your message and 1 will put together a spreaddieet for you priOT to your Monday meeting- ! am glad that every'one is taking this 
seriously. 

Also, the fraud loo! is NOT currently used on a pre-funding twsis within wholesale or retail. We are working on building out the 
strategy to accomplish this and eventually it will be hooked up with EDE. 

The information that is reviewed is whatever is contained within the credit file. This could include the initial application and various 
versions up to the final application which is tagged specifically in the fife. 

Thanks, 

Nancy 

Nancy Gon.seth 

Default Oversight and Risk Mitigation 
Credit Risk Management 
PH; 904-281-3932 

FAX 904-281-7550 

This message (including any attachments) is CONFIDENTIAL and may contain SENSITIVE information. 0 DO NOT disseminate 
this information to panics who do not have the auihorizaiion to view this material. 0 If you are not the intended recipient of this 
information or an employee or agent rc^onsible for delivering this message to the intended recipient(s), please do not read, 
disseminate, distribute or copy this information. If you have received this message in error, please contact the sender immediately, 
Washington Mutual reserves the right lo monitor all e-mail. Electronic mail sent through the Internet is not secure. 


— Original Message — 

From: Feitgen, Cheryl A. 

Sent: Friday, November 18, 2005 10:37 PM 
To: Bates, Timothy, Gonseth, Nancy C. 

Subject: RE: Retail Fraud Risk Overview 

Good point. Just the 42% with fraud. 1 think 1 am getting tired and need to go home for the weekend. 


[ Permanent Subcommittee on Investigations 

i EXHIBIT #23a 
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Chery! 

Original Message 

From: Bates, Timothy 

Sent; Fnday, November 18, 2005 7:24 PM 

To: Feligen, Chery'! A.; Gonseth, Nancy C. 

Subject Re: Retail Fraud Risk Overv'iew 

Chciy’L 

All 129 or just the 42% with fraud? 

Thanks for moving on this quickly - I’m glad to see this is getting attention 
Tim 


Sent from my BlackBeny' Wireless Handheld 


Original Message 

From: Feligen, Cheryl A, <cheryi.feltgen;@wamu.net> 
To: Gonseth, Nancy C. <nancy. gonseth, @waiim.net> 
CC; Bates, Timothy <timothy.bales@wamu.net> 

Sent: FnNov 18 18-30:47 2005 
Subject Retail Fraud Risk Overview 


Nancy: 

1 had a very quick meeting with David Schneider. Tony Meola and Steve Stein today to review the deck and the memo regarding the 
retail fraud risk review. The good news is that people are taking this very seriously. They requested some additional information that 
will aid in making some decisions on the right cour» of action. 

This is all information that you already have, . . just needs to be displayed in a different wot. Create a spreadsheet with all of the 1 29 
loans that were reviewed. For each loan show borrower, loan amount, FICO score, auto-approved? and LTV, Also show all the 
people involved in the transaction: originator, underwnter. CFC manager, etc. Then create buckets for what the fraud category is, 

You are best able to determine what the right buckets would be. Needs (o be d^ailod enough that we can understand the key issues. 
Please feel free to add any other columns that you think arc relevant. 

1 was asked the question about whether these arc all final applications that we are looking at, I was told by Tony and Steve that the 
originators commonly use 1 i 1 1 ] bank account, etc, when a property has not been identified. I was also asked the question about 
when in the process fraud tool is used and in what portion of our business is it used. . .all? 

As 1 mentioned, David Schneider and I have our Dweekly □ (we have only had 2 since I have been here) update meetings with Jim 
Vana.sek on Monday, November 21 at 8:00 a.m. Nancy, it would be good to have an esaimate from you as to how long it might take to 
complete the information reque.5t before the meeting with Vanasek. Would also be good to have answers to the questions 1 posed in 
the paragraph above before the meeting. Thanks. 

Cheryl 


Ms, Cheryl A, Feligen 
Senior Vice President 

Chief Credit Officer, I-iome Loans Division 
Wa.shinglon Mutual 
1201 Third Avenue 
WMT2026 
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From: 

Sent: 

To: 

Subject: 


Parker, Brian D, 

Friday, December 14, 2007 4:43 PM 
Bates, Timothy <timothy bates@wamu-net> 

Risk Mit Loan review data ’'Confidential" 


- Redacted by the Permanent 
Subcommi 


Regards, 

Brian D Parker 


(w)206 -500-i263 

(c) 206 JH|||B 


Onginat Message 

From. Tierney, Ann 

Sent: Tuesday, August 30, 2005 6:30 PM 

To Parker, Brian D., Bates. Timothy; Vanasck, lames G. 

Cc: Hiilis, Mark R., Ludlow, Diane L.; Gonseih, Nancy C.; Simons, Jill 
Subject: RH; Mit Loan review data "Confidentiar 

Sensitivity: Confidential 


His comment was related to fraud - m excluding ^^►associates from origination of a new program, his comment was that he "did 
not want to give axes to the murderers." Bryan in regard to a potential decision does that refer tofl^ associates or both? 


Ann Tiemey 
Credit Risk Management 
Off: 206- 461-4064 
Ceil: 2Q6-^^M 


Please note the following:This message (including any atiachmenis) is CONFIDENTIAL and may contain SENSITIVE information. 
DO NOT disseminate this information to parties who do not have the authorization to view this material, If you are not the intended 
recipient of this information or m employee or agent respon.siblc for delivering this message to the intended recipient(s), please do not 
read, disseminate, di,stribute or copy this information. If you have received this message in error, please contact the sender 
immediately. Washington Mutual reserves the right to monitor ail e-mail F-lectronic mail sent through the Internet is not secure. 


— Original Message 

From. Parker, Brian D, 

Sent: Tuesday, August 30, 2005 6:20 PM 

To: Tierney, Ann; Bates, Timothy; Vanasck, James G. 

Cc; Hiilis, Mark R,; Ludlow, Diane L.; Gonseih, Nancy C.; Simons, Jill 
Subject' Re:^H||||^fHmi^Risk Mit Loan rev'icw data "Confidentiar 
Sensitivity, Confidential 

You're last line is not clear, did Tony state that an investigation is underway? A lot of what I see may not fall under the definition of 
fraud but is most certainly against policy which can/shouid lead to the same employment decision. 


Sent from Blackbem' . Brian D, Parker 


-Original Message - 


Confidential Treatment Requested by JPMC 
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Redacted by the Permanent 
Subcommittee on Investigations 

From: Tsemey, Ann <ann.!icmey@wamu.net> 

To Bates, Timothy <timothy.bates@\vamu.net>; Vanasek, James G. <james.vanasek@wamu.net> 

CC: Ftitlis, Mark R <mark.hiJlis@wamu.riet>; Ludlow, Diane L. <djane-ludlow@wamu.n«>; Parker, Brian D. 
<bnan,d.parker@waniu net>; Gonseth, Nancy C. <nancy.gonseth@wamu.net>; Simons. Jill <jiIi,simoris®\vaiim.net> 


Sent: Tiie Au g 30 18 :10:43 2005 

Subject: RE:mHI^&|||||||||||||^ Risk Mil Loan re\iewdata "Confld^tia}'' 


So that wc will be speaking in terms that production will underhand, Tony defined Emerging Markets as Downey, Montebello and the 
JDC offices in a recent pro ductio n meeting. Also be aware that Tony publicly investigation underway re fraud concerns related to 
tHPIIII^ssociates, but no^B^imself in his last production meeting 


Ann Tierney 

Credit Rjsk Management 


Off: 206- 461-4064 
Cell: 2D6-flH| 


Please note the fol!ow!ng;Th3s message (including any attachmraits) is CONFIDENTIAL and may contain SENSITIVE infonnalion. 
DO NOT disseminate ihi-S information to parties who do not have the a^orization to view this raalcrial. If you are not the intended 
recipient of this information or an employee or agent responsible forddivering this message to the intended recipient(s), please do not 
read, disseminate, distnbuteor copy this information. If you have received this message in error, please contact the sender 
immediately. Washington Mutual reserves the right to monitor all e-mail. Electronic mail sent through the Internet is not secure. 


Original Message 

From: Bates, Timothy 

Sent: Tuesday, August 30, 2005 5;27 PM 

To: Vanasek. James G. 

Cc: Hiitis, Mark R,; Ludlow. Diane L.; Tierney, Ann: Parker, Brian D.i Gonseth. Nancy C.; Simons, Jill 
Subject: review data "ConfidenuaP 

Sensitivity; Confidential 

Jim, 


As you requested in our Enterprise Fraud Committee meeting last Friday, the attached email contains a high-level 
summary of the investigations the Home Loans Risk Mit team has conducted on|i|H^andfmi|||^vcrthe past year and a half, 
based on loans that were refened to tliera. The attached documents also contain detailed information on each of the individual cases 
referred. 


As you can see, among the referred cases there is an extremely high incidence of confirmed fraud (58'Vo for ■■■ft 83% 
however, a.s Ann pointed out earlier, to moa effectively portray the extent of the fraud concerns we have about 
Emerging Markets Production we nee<i to benchmark their referrals as a percentage of overall production, and compare that across 
other producers, I his will allow us to to substantially validate what we suspect, which is that the incidence of fraud in this area is 
greater than with other producers We are in the }m-occ.s.s of generating this analysis now. 


Since I think we need to significantly raise the level of awareness around fraud concerns coming otit of emerging markets, 
I am implementing the following steps immediately to increase visibility and tracking around this problem; 

* To establish a benchmark for potential fraud risk in Emerging Markets production on a fraud prediction tool, we are ninnine the 
last 30 days of their production on Appintell; 

* Beginning this week, wc will begin running all their current production against Appintell (via our existing batch process njnning 
for Conespondeni Lending) to proactively monitor for fraud issues out of this area; 
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To iE)crease visibility around fraud conctans in diis area and provide more timely feedback, the Risk Mit leam will begin 
producing a monihl v Deep Dive report on Emerging Markets fraud- this will include both results from the Applntell process, as well 
as referral cases coming from the LFC and other sources. The report will be distributed to all copied on this email. 

Let's use this information as background for our meeting next Tuesd^' to discuss fraud concems in this area, particularly 
in the Retail Broker program. In the meantime, please do not hesitate to call me with any questions. 


Tim Hate.s 
Washington Mutual 

Enterprise Modeling and Decisioning Syaems 
206 377 4919 voice 
206 490 4427 facsimile 
timothy.bates@wamu.net 

Please note the following: 

This message (including any attachments) is CONFIDENTIAL and may contain SEN.S!T IVH information. DO NOT 
dis-seminate this infonnation lo parties who do not have the authorization to view- this material. If you are not the intended recipient of 
tfiis mrormation or an employee or agent responsilile for cfelivering this message to the intended recipient(s). please do not read, 
disseminate, di-siribulc or copy (his information. If you have received this message in error, please contact ihe .sender immediately . 
Washington Mutual rcsen-es the right to monitor ail e-mail. Electronic mail sent through the Internet is not secure. 


~ Redacted by the Permanent 
Subcommittee on Investigations 


Original Message 

From: Simons, Jill 

Sent: Monday, August 29, 2005 3:28 PM 
To: Bate.s. Timothy 
Cc; Gonseth, Nancy C. 

Subject: Risk Mil Loan review data “Coniidenliar 


Atta ched you will find two spreadsheets containing data relevant to the Risk Mitigation referrals completed involving 
nd the the AE’s. The data results below should provide a better grasp of (he ongoing and current situation at 


Also attached, you will find an Investigative Summary Report pertaining She was one 

brokers that was terminated for fraud back i n 2004, Somehow , .she was able lo originate a loan through Ihe retail 
channel in March of this year. Wc were only able to confirm involvement through conversations with the 

borrowers. 


l,ei me know if there is any other data or info you would like to sec at this point. 
Thanks, 


Loans reviewed by Risk Mitigation indicating the Account Executive 

* Revicived 83 loans consisting of 28 retail loans and 54 retail broker loans. 

* 58% (48) of tola! loans reviewed contained confirmed fraud findings,( 6 - credit, 1 4 - employment, 1 9 - 
income. 2 - occupancy, and 7 - SSN/ID) 

* 40% of all loims rtrviewed involve employment and/or income misrepresentation 

* 8% of all loans reviewed contained SSN misrepiesentation 
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* 54% (1 5) of retail loans reviewed contain ccmfuined fraud rindm 3 S. 

* 18% (5) or retail loans reviewed contain more than one fraud finding 

* 61% (33) of rr;tai! broker loans reviewed contained confirmed fraud findings 

* 20% ( 11 ) of retail broker loans reviewed contained more than one fraud finding 

* 43% of loans reviewed during 2005 contaii»d confirmed fraud findings (17/40) 

* 88% of loans reviewed during 2004 contained confirmed fraud findings (30/35) 

* During time period of 200! to 2(K)3, 72 loans reviewed contained confirmed fraud findings. 

* $15 million represents the total loan amount for loans funded, denied, withdrawn & pending with fraud 
findings. {# excludes Chatsworth loans) 


included) 


Loans 


’ iewed by Risk Mitigation 'n<^toa!ing|||Hm||||^ as the Account Executive 
Reviewed 48 loans consisting of 19 retail loans and 29 retail broker loans. (1 retail broker loan pending not 


* 8314) of total loans reviewed contained confirmed fraud findings. (8 • SSN, 8 - employment, 9- income, 6 
occupancy, 4 - credit. 3 - assets, 1 - terms. I - erther, & 8 - no fraud findings 

* 1 7% of all loans reviewed contained SSN miaepresentation 

* 3514) of all loans rct'icwed involve employment aid/or income misrepresentation 

* 1 00% of the retail loans reviewed contain confiimed fraud findings 

* 42% (8) of Ihe retail loans reviewed contain more than one fraud finding. 

* 70% of the retail broker loans review^ contain confirmed fraud findings (21 with confirmed fraud, 7 - no 
fraud finding.s, I - pending review- 1 - unable to confirm ) 

* 40% (1 2) of the retail broker loans contain more than one fraud finding. 

* 07% of loans reviewed during 2005 contained confirmed fraud findings (20/30) 

* 88% of loans reviewed during 2004 contained confirmed fraud findings ( 1 5/i 7) 

* During 2001 to 2003, 60 loans reviewed contained confirmed fraud findings, 

S8.7 milhon represents the total loan amount of loans funded, pending, denied and withdrawn that contained 
fraud findings. (# excludes Chatsworth findings) 


Loans reviewed by Risk Mitigation indicating4H||||MHm|| as the Account Executive 

* Reviewed 7 loans during 1/05 through 6/05 consisting of 4 retail loans and 3 retail broker loans, 

* 5 loons reviewed ccmtained no fraud findings, 1 with income misrep, and 1 with asset misrep, 

«File: Copy ofMHI andMHI.xfr » «File:MBl^HMl200.3,xls» « File: 200504 1076 Damian- 


, « Redacted by the Permanent 
Subcommittee on Investigations 
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Th.i© document is provided solely to the OTS pursuant to 12 O.S.C. 1628 |x) and does not constitute a 
waiver of any* privlTege held by Washingt-cm Mutual Back, Inc., its subsidiaries, affiliates or related 
conpauies, and shall not be cononunicated or disclosed to any other agency, individual or third party 


^ WaMu' 


= Redacted by the Permanent 
Subcommittee on Investigations 


Privileged & Confidential memorandum 

PRIVILEGED AND CONFIDENTUL ATTORNEY-CUENT COMMUNICATION 
ATTORNEY WORK PRODUCT 
DO NOT COPY OR DISTRIBUTE 

To: Stewart Landefeld, Chief Legal Officer (Acting), Legal Depai^ent 

Chariey Siedd, General Counsel, Legal Department 
Lynn Du Bey, Associate General Counsd. Legal Department 

From: June Thoresw-Rc^ers, DI\nslon Manager, Caporate Fraud Investigations 
Michele Snyer, Deputy General Audited 

Cc: Randy Melby, Genera! Auditor 

Date: April 4, 2008 


Memorandum of Results: AlGAiG and OTS Allegation of Loan Frauds Originated byi 


Corporate Fraud Investigations (CFI) conducted an investigation at the request of WaMu 
Legal into allegations made by AlGflJG to WaMu in June 2007, and to the Callfomia 
Department of insurance in September 2007, which alleged WaMu employeeflBt 
Jlilllip originated numerous loans cemtaining misrepresentations or fraudulent 
documents. AIGAJG notified WaMu of their decision to refuse mortgage insurance (Ml) 
coverage for any loans originated byHIpiB due to their findings. This memorandum 
summarizes the results of our investigation. 


InvesUoative Background and Conclusions 


In June 2007, AJG notified WaMu’s Home Loans (HL) Mo rtgage Insurance group of their 
findings on 7 insured loans originated between 2004 and 2007 that 

contained material misrepresentations. In September 2007. AIG filed a Suspected Fraud 
Claim with the California Department of Insurance due to WaMu’s failure to respond to 
the June 2007 notification. AIG citied a total of 25 loans originated by 
(which included the original 7 reported to WaMu in June 2007) containing fraud. 
Consequently, the California Department of Insurance notified the OTS in September 
2007, WaMu Legal requested CFI Investigate the complaint in November 2007, (See 
Appendix A for detaiis on AIG and CFI findings.) 


CFI determined that none of the 25 bans identified by AIG were directl y originated b y 
Twenty of the 25 loans had been originated by Iflillljjimfti, 
Montebello Community Fuififlment Center's (CFC) originator and brother 

Monteb^lo CFC, like some other WaMu CFC’s. operates as a collective 
originati ons t eam under one originator’s name. In the Montebello CFC, the originator 
name ist 
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Thi B ‘ document is provided solely to the OTS pursuant to 12 U.S.C. . 1625 {x> and does not constitute a 
waiver of any privilege held by Washington thitual Banh, lac., its subsidiaries, affiliates or related 
companies, and shall not be communicated or disclosed to any other agency, individual or third party 


CFI could not substantiate coSIusbn and the 

borrowers or by any WaMu employees resulting in the intentional falsificafion of loan 
application related documents. However, CFI verified that the AIG reported loan fraud 
elements did occur within the Mcmteballo CFC lo an orig inatio n proc ess. No Suspicious 
Activity Report (SAR) was fHed TistingM^ft as suspects since 

evidence of their direct involvement b tfie frauds was not found. However, the HL Risk 
Mitigatipn group did file SAR's on each of the Ider^fied ban borrowers. 

Tta-ough numemus interviews of past arwl cuirent employees wrdiln Risk Mitigation, 
Home Loans, Consumer Credit, Credit Risk, Servicing, Insurance Portfolio Management, 
Employee Relations. Loan Servbing, L^al, along with CFI investigates. Loan 
Consultants and othes, control gaps were identified within the HL cwigin^on and risk 
management processes that did not suffldentty mitigate loan fraud exposure. In many 
cases, the gaps identified led to additional open-ended questions virfiich may require 
addlSonaJ Investigation. Spedfically: 

- Untimely Action/Response: 

A formalized process did not exist to identify, monitor, resolve and escalate third 
party complaints. As demonstrated by this case, AIG, as a third party mortgage 
insurer, notified WaMu of fraud concerns in June 2007. Resolution of this complaint 
was not completed by the HL Mortgage Insurance or Risk Mitigation groups. WaMu 
Legal and HL senior management had no method of knowing the existence of this 
complaint or its resolution status. As a consequence. AIG escalated the complaint to 
the California Department of Insurance and the OTS in September 2007. The OTS 
Inquiry was not acted upon by WaMu Legal until November 2007, two months after 
receipt. If AIG would have received a timely response to their June 2007 notiftcation, 
it is possible that further escalation to the CA Department of Insurance and the OTS 
may not have occurred. 

■ inadequate Issue Escalation and Management Corrective Action; 

HL Risk Mitigation generated alerts that identified patterns of fraudulent loan 
practices and provided remediation recommendations that were not acted upon by 
HL Senior Management Employee Interviews conducted during this Investigation 
consistently described an environment where production volume rather than quality 
and corporate stewardship were the Incented focus. In 2005, HL Risk Mitigation 
provided Senior HL Management v«th an assessment of fraud and loan performance 
In the Retail Broker Program and hwo Southern California Emeiging Markets CFC’s 
for the period of September 2003 through August 2005. This assessment identified 
excessive levels of fraud related to loan qualifying data within the retail broker and 
retail lending programs. It also highlighted the Downey and Montebello CFC’s as the 
primary contributors of th«e fraudulent loan documents based upon volume and 
articulated strategies to mitigate fraud. The report also stated that delinquency 
performance on these CFC's and tenders were significantly worse than the 
delinquency performance for the entire open/active retail channel book of business. 
In 2007, HL Risk Mitigation mirrored their 2005 revriew with a smaller sample of loans 
and found that, for the September and October 2007 sampled time period, the 
volume of misrepresentation and suspected loan fraud continued to be high for this 
CFC (62% of the sampled loans). Based upon the AIG notification, and at the 
request of CFI, HL Risk Mitigation in D ecember 2007 performed a review of ail in- 
process pre-funding loans produced hyflli^||[||^for suspected documentation 


Page 2 of 12 


, = Redacted by the Permanent 
Subcommitt*-'- nn InvestiRations _ 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00528 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


517 


Tbife docrument is provided solely do the OTS pursuant to 12 O.S.C. 1828 (x) and does not constitute a 
waiver of any 'privilege held by Washington Mutual Bank, Inc-, its subsidiaries, affiliates or related 
corapanies, and shall not be coimnunicated or disclosed to any other agency, individual or third party 


quality. They found 8 loans in pro^ss, which were reviewed for fraud and 
misrepresentations. Of these 8 pipeline loans, there were no fraud findings in 6, and 
2 contained misrepresentations (SSN and income). Both loans with 
misrepresentations were canceled by VifetMu. 

■ Saies FocusedAncented Onginations with Limited Focus on individual 
Accountability 

HL origination and hiffillment processes and incentives did not fully support 
production “ownership* or promote front-end loan quality ccHisciousness. Loan 
Producers were compensated for volume erf loans dosed and Loan Processors were 
compensated for speed of loan dosing rather than a more balanced scorecard of 
timeliness and loan quality. Systems and processes used to originate loan 
production were designed primarily to support incentive compensation programs 
(e.g., collective origination team with sales recorded under one originator’s name) 
rather than measuring individual performance. We were told that the pooling of saies 
activity resulted in receipt of more support staff and eligibility for higher incerrth/e 
compensation payment brackets. Prior to December 2007, pre-funding fraud 
identification processes were manual and distributed among various indisriduals 
throughout the loan origination process (e.g., loan processors and underwriters). 
Independent validation processes of key customer information appeared fragmented 
and vulnerable due to lack of traceable accountability. 

■ Loan Origination Processes Did Not Mitigate Misrepresentatlon/Fraud 

The loan origination process did not identify potential applicant misrepresentations 
and fraudulent loan documents. GFl verified that the AfG reported elements of loan 
fraud did occur within the Montebello CFG loan origination process. The m^'ority of 
these AiG loans were fully documented loans rather than stated Income. As a result, 
some level of CFG documentation verffication should have occurred. Furtiiermore, as 
note above, HL Risk Mitigation’s 2005 and 2007 reviews found high levels of 
rnisrepresentation and suspected loan fraud for this CFG (62% of the 2007 sampled 
loans). Utilization of the new Data Verify fraud detection tool and marfual’review of. 
loan files by HL Risk Mitigation to analyze the 2007 sample identified several fraud 
elements within these sampled loans. (See Appendix B for details) 

Examples of HL Risk Mitigation identified triggered fraud elements include: 

o Income/Employment issues (includes Income documents as confirmed 
falsified, income suspect, confirmed overstated and income unreasonable for 
the profession); 

o Occupancy issues (appears the borrower is not or has never resided here); 
o Judgment call issues (poor judgment in decision making process): 
o /^praisal finfialed value is suspecried) ; 
o Loan did not meet guidelines, exceptions made; 

0 SSN suspect 

o Assets, confirmed bank statements misrepresented; and 
o Credit (to qualify was not appropriate or falsified). 

Given the high number of triggered indicators, legal advice is requested to determine 
if further analysis of either the total originated portfolio of this CFG and/or the broader 
loan population (bank owned and securitized) is required. In addition, further 
analysis may be needed to determine the impact to investor representations and 
warrant associated with serviced loans. 
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Recommendatjlons: 

The following primary recommendations are included in this report Other 
recommendations are included at tire end of this report (See App^dix C for details) 

■ Establish a comprehensive, third party complaint process that ensures timely 
resolution and oommunicatton. Determine the appropriate cc»nmunication plan 
for AIG, the CaTffomia Department of Insurance, and the OTS. 

• Establish an appropriate, credit risk management governance process that 
proactively identifies and addresses unfavorable patterns of operational and 
employee practices such as those identified by HI Risk Mitigation. 

• Determine appropriate disdpllnary adions for employees associated with this 
investigation. 

• Enhance Code of Conduct training to stress each employee’s role as a corporate 
steward and the consequences for passively fadlrtatlng the placement of loans 
into the origination process that could be suspect 

» Enhance HL origination and fuffifiment incentive programs to support loan quality 
as well as provide transparency of actual individuals accountable for the loan. 

■ Ensure fraud tools ar^ processes, such as Data Verify, have been fully 
implemented within the HL origination processes to identify applicant 
misrepresentations and fraudulent loan documents prior to loan closure. 

■ Determine if further analysis of either the total portfolio originated by the 
Montebello CFC and/or the broader loan population (bank owned and 
securitized) is required and foe impact to investors, servicing process, adequate 
reserving, etc for those additional loans identified with potential 
misrepresentations and documentartim fraud. 

Remaining Open issues- 

■ CFl to provide Steve Rotella and Stewart Landefeld an update on the 
investigative findings; 

» Cary Brennan to determine if actions are needed to address put backs or sales to 
investors of loans that contain misrepresentation or other fraud findings; and 

• Legal and Employee Relations to schedule discussions to address conversations 
with employees regarding corrective action or discipline. 
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Detailed inv&sfigafive Results 
Notification of MG Concom 

AJG notified WaMu in Jun e 2007 of ther findings on 7 insured loans, which were 
originated by and claimed to contain material misrepresentations. When 

WaMu did not respond to the AtG concerns to discuss WaMu investigative actions, AIG 
filed a Suspected Fraud Claim with the CA Department of Insurance citing a total of 25 
loans (including the o rigina l 7 reported to WaMu in June 2007) containing fraud and 
originated byflHSHMMI This led to a complaint filed by the OTS In September 2007, 
vvtiich came to CFI for investigation in November 2007. This was not the frst timefllB 
immik was the subject of an alleged loan fraud investigations. Between 2004 and 
2006, Ri sk Mftiga ticm rafened to CFI numerous investigations on mortgage fraud that 
identifted^BB BH as a sus pect in the frauds. None of these Investigations substantiated 
collusion wrthflMHHiPllt and the borrower. During s ome of the i nvesti gations It was 
found that the brother of worked witNHBand originated 

some of the loans in question. 

in June 2007 Da\fld Rimmer, Portfolio Manager for Mortgage Insurance (Ml) providers, 
notified Chris Johnson, Richard McCop^in and Kelly Kane-Routier in Risk Mitigation of 
an audit conducted by AIG that identified 7 WaMu loans originated by one employee 
which contained material misrepresentations. Detailed informa tion on the s usped: 
emiD^oyee was shared by Rimmer with Risk Mitigation, >dentifyingfl|H[||||^p as the 
person AIG had concerns about. Rimmer ask^ for a review to be done of the files 
Identified as suspect by AIG. because the Insurer wanted to have a call to cSscuss 
implications on the insurance of the loans in qu^tion. Rimmer sent numerous follow up 
emails to Risk Mitigation asking for updates, and never received information to resolve 
the request 

In Septanber 2007 the OTS sent a letter to Cindy Modica -in Regulatory Relations at 
WaMu, notifying her of a Suspected Fraudulent Claim filed vriih tbs California 
Department of insurance dated August 22, 2007 naming WaMu employeeflHMlPH§ 
ban officer, as a suspect. Attached to the letter and CA Department of Insurance referral 
form was a spread sheet with investigative results on 25 loans showingHHPIBas loan 
officer. Investor/Effective dates on the loans ranged from 2002 to 2006 and all were 
originated In CA. 

On September 20, 2007 David f^mmer notified David Hiers, Richard McCoppin, Kelly 
Routier-Kane, Peter Stmck, and Young Lee that AIG escalated this issue due to lack of 
response, arrd were moving to refuse to insure bans originated by ■MU In a letter 
dated S^ember 27, 2007 from A)G, they stated they vrould deny future loans byMB 
■■■ ^ November 19, 2007, David Rimmer learned that Stephanie Shaw in Legal 
who was aware of the OTS complaint and Risk Mitigation bad not replied to the OTS 
complaint, and had not had a dialog with AIG to discuss this concern. 

On November 8, 2007 a new Investigation was forwarded to CFI from Risk Mitigation 
and assigned to Sandy Fujikawa. Sandy received from Risk Mitigatbn an email with 
attachments of Investigative summary reports for 30 loans. Of the 30, 20 were later 
matched to the AIG spreadsheet and the other 10 Sandy did not know the reason behind 
them being sent. .4JG included a spreadsheet listing 25 suspeaed loans in the CA 
Department of Insurance complaint. There was no mention of the earlier AIG inquiry, the 
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OTS , letter, or comment that L^al was inw^ed when Sandy received tills case from 
Risk Mitigation. Sandy was contacted L^n DuBey and Chariie Sledd vs^eks later and 
learned of the earlier allegations. 

On December 10, 2007 June Thoreswi-Rt^ers, Division Manager of CFI, briefed 
by Charley Sledd and Lynn Du Bey on this matter, and prowded a copy of the 
documentation received and compited bf Legal. In a meeting on December 13, 2007 
with June, Chariey, Lynn, Randy Melby, Ron Catticart and Steve Rotelia, tiie case was 
discussed and a dedslon made that C^1 would cfMiduct an investigatic«i. 

CFI InvesSaative Summary of Findings: 

investigator Sandy Fujikawa and June Thoreson-Rogero interviewed over 20 employees 
and the AIG investigators who originated the notification to WaMu and the CA 
Departme nt of Ins urance. Intennews induded CR investigators who had prior cases 
involving IPUP* past and current managers and employees in Risk Mitigation, the 
Montebeiio CFG, Human Resources. Employee Relations, Ml Claims and Servicing and 
Credit Risk. 


Prior referrals to CFI led to 8 separate investigations from 20D4-2007 (2 cases each 
year) NMthMUor ■■■■■■■• listed as persons related to the case. Three separate 
investigators were ass^ned to these matters, and none inten^ewed until 

January 2008. Investigator stated the evidence they received prior to November 2007 
did not provide enough to substantiate collusion by tiie loan officers and lead to 
interviews. 


It is important to note that Sandy determined ttiat none of the loans AiG reported as 
containing fraud v/ere originated byflMHiM||^ CFI obtained 20 of the 25 loan 
documents by Risk Mitigation, and all 20 were originated by Itfl 

brother even though the documents reflected the originator asflB Five of' 
the loans could not be located based on the limited information provided by AIG. Ten 
additional loans sent to her from Risk Mitigation (but not listed on the AIG spreadsheet) 
had a variety of originators, many of whom are no longer employed with WaMu. The use 
of one top performers’ name as the originator of all or most loans produced at one CFC 
was a prartice at the Montebello site, and found to occur at other CFCs within ffie 
company. The method of crediting loan s ■utilizing the n ame of the top producer In the 
Montebello CFC created the impression ■■■■■^originated loans that he had no 
involvement with. This practice occurs at other CFCs, making it difficult to identify the 
true originators of loans that contain fraud, and difficutt to Identify fraud related trends 
with originators. The elements of fraud found by AIG were verified by the CFI review, 
determining that misrepresentations and fraudulent dooimentation had bee n presented 
during the loan origination process. No BAR was tiled listing eitherfl||i^^ orfliiis 
as a suspect since evidence of their Involvement in the frauds was not found. Risk 
Mitigation had indicated on the Investigative Summary Report provided to CFI on all 30 
loans that SARs were filed on each loan. 


in many interviews and through documentation received from Risk Mitigation and Legal, 
there was considerable focus and discussion on a presentation titled “Retail Fraud Risk 
Overview* dated November 16, 2005 that was prepared by Risk Mitigation. This 
presentation was the outcome of a project examining the retail broker program and 2 
Southern CA Community Fulfillment Centers (CFCs) in Commerce and Etownay. Risk 
Mitigation conducted loan reviews on loans produced from September 9. 2003 to August 
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8, 2005 and found excessive levels of fraud related to loan qualif^ng data particularly in 
the retail broker loans (78%). Fraud findings were excessively high In Downey (46%) 
and Montebello (35%) for the 2 year review period. The Executive Summary in 2005 
stated: 

• Fraud findings within the So. CA Retail Emerging Market CFC's are preventable 
with improved processes and controls. 

■ Fraud findings do not differ between the retail broker and retail lending programs 
and principally relate to misrepresentation of loan quaSfying data. 

« The Bank's top two retail loan originators based out ctf two So. CA Emerging 
Market CFC's, produced 67% of all retail broker production YTD by unit volume. 

• Forty two percent (42%) of targeted reviews completed on loans produced in 
August and September 2005 contained exc^sive levels of fraud related to loan 
qualifying data. 


This overview was utilized to provide training to Loan Fuifiliment Centers (LFCs) and the 
findings within the document were presented to Tony Meola, Tim Bates, Cheryl Feitgen 
and others. Nancy Gonseth who managed Risk Mitigation at the time stated thatflBB 
gmUBII^nd MillBHiwdre known to Risk Mitigation as generating high volumes of 
loans with misrepresentation or fraud within tiieir portfolios. Nancy had reported to both 
Ttm Bates and Cheryl Feitgen. and felt both were very aware of high volumes of fraud in 
theBBIB loans. 


Tim Bates recalled conversations he had vwth Jim Vanasek (his manager and former 
Chief Enterprise Risk Offic er) in 2005 where friey agreed that a comprehensive review of 
the loans was needed due to fraud allegations. Tim believed that 

David Schneider was made aware of these findings by Jim, and that David wanted Risk 
Mitigation to ’monitor the situation". No one interviewed throughout this Investigation 
could describe what this monitoring was to entail, nor did anyone know of additional 
monitoring that was done, or efforts to bring additional attention to the ■■■i or 

- ■ 


Carol Walker (ER) and Jeff Kusulas (HR) had no record of action taken for performance 
issues with the I 


Three Loan Processors who boarded loans for theBiPHl stated that they were very 
busy during some of the peak production years vJiere AIG had found loans with fraud 
present They stated that If the misrepresentations would be caught, ft should have been 
by underwriting. 

BIBBBBBB were interwewed by CFI on January 7. 2008, and explained 
how th ey recejy ed many loans from brokers and real estate agents throughout the years. 
The explained that brokeis did not provide all documentation up front, so 

other loan processors would be responsible for fi nalizi ng document needs \^^lle 
undervwfting also conducted their reviews. NeitherBIBBioBBBrecalled any of the 
loans AIG found containing fraud. 


Jim Vanasek and Mark Hills were interviewed and, while both recalled the research 
done by Risk Mitigation to confirm high levels of fraud findings in the loans originated by 
CA emerging markets, neither could recall if the final report was shared witii David 
Schneider. Both believed that Tony Meola was charged vwth addressing the findings. 
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David Schneider was intervie\^ed and recalled fitfie about the 2005 fraud findings or 
actions taken to address them. He was nc4 sure if he saw the 2005 Retail Fraud Risk 
Overview document. He recalled a discussfon virith Tony Meoia about tiie 2005 findings, 
but thought the matter was handled or resolved. 


One of the comments in the AiG spreadsheet of fraud loans states that 1 
has been identified by Investig ators to be a real estate agent working for fills company" 
and identifies as th e company. Determining the status of this 

licensing was important to establish if flil violated the WaMu Code of Conduct. 
Interviews of the AIG investigators fou nd that these comments were made due to 
researdi conducted mcmths ago utilizing Mortgage Asset Research 

Institute (MARI) and Internet search data. A seardi of the State of CA Department of 
Real Estate website in January 2008 found that(HHHIBBBI|Vi is a ficens ed sales 
person, and has been since 1976^110 not found to be licensed. ■■■■■■■ 
also was a licensed agent in 1960, but his license expired In 1988.BiB 
admitted during an interview that he remains legally licensed in real estate, but he has 
never bought or sold property, and his license has remained suspended for years. This 
is a violation of WaMu’s Code of Conduct policy. 


In an effort to determine if either^Bifthad a high rate of insurance rescissions due to 
fraud detected by other ins urers, an examination of Ml rescissions was conducted. 
Resdssfor^ recorded on thefl|jH|| andflBim|loans found only 3 bans out of a 
mulfi-year list of loans originated by these parties had rescissions. WaMu had a total of 
375 ban rescissions in 2007 on a!) prime and sub prime loans, making it appear the 
rescission rate forthe^mmiwas low. 

Interviews of anciliVHB|||^Bwere inconclusive related to fraudulent behavior. 
The investigation determined that various employees collect and evaluate loan 
documentation prior to funding and that a clear audit trail and accountability for 
fraudulent activity Is not established. The Irhplemenlation of a fraud detection tool began 
In December 2007, but prior to this, detection capabilities were manual. 


g"Kcommittgeon t nses ^ 
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The Risk Mitigation Fraud "Retail Fraud Risk Overviev/’ presentation dated November 
2005 highlighted significant fraud findings from loans reviewed from September 2003 to 
August 2005. including the Downey and Montebdio Home Loan Centers (CFC). The 
Executive Summary recommended the need for improved processes and controls, better 
training, the need for a fraud solution tod, establishing accountability within the sales 
force, and the need for better fraud tr^d data and measurement capabilities. Outside of 
training sessions that Risk Mitigation conducted in late 2005, there was little evidence 
any of the recommended strategies were followed or that recommendations were 
operationalized. There were no targeted reviews conducted by Risk Mitigation on the 
Downey or Montebello ban portfolios between 2005 and ttie actions taken in December 
2007. 


At the start of tills investi gation, Risk Mitigstion was asked to review all loans in the 
pipeline for theflHpBlland ■■■■to address ban issues that could plac£ WaMu at 
risk. Initial indications were that some of the pipeline bans had fraud findings prompting 
a manual rewew of any loans In question. The ppeiine volume was small (8 loans) of 
which 2 had fraud findings (SSN and income) 

Risk Mitigation e xami ned deii nquency rates for bans within the past year for the 
■■!■■■■■■ and ■■■■ The Early Payment Default (EPD) rates were low, with 
only 1 EPD forBB^oLrt of 855 bans. TTie 3 employees were 96%“97% current on all 
loans in the review. A comparison was also conducted with bans originated by others 
within the same zip codes, and^l^had 8 bans of 863 (.91) 30 days past due, 
compared to the sample of 21 ,891 bans with 179 (.86%) that were 30 days pa^ due. 


Risk Mitigation also mirrored the researdi that was conducted in 2005 with a smaller 
sample of bans. Due to time constraints (the 2005 research on 150 bans took 4 months 
to complete), the new review was conducted on bans that were funded over a two 
month'i^riod (September and October 2007) witti either ■■■■ or ■■■■listed as 
ban officer. Tl^ “Data Vertfy" detection tool that was not in use as a pre-funded fraud 
detection tool until November 2007 was run against 91 loans, followed by a manual 
review of 47 ban files. Data Verify screens and vafidaies data on the ban application to 
Identify falsified information, property value and/or occupancy issues or data input errors 
that need additional review. Data Verify will not detect asset related or income 
discrepancies. Of the 47 loans manually reviewed from the pool of 91, they found many 
contained more than one fraud Indbaton 


18 No fraud/no operational issues 

21 Income/Employment issues (Includes income documents as confirmed 

Falsified, income suspect, confirmed overstated and income unreasonable or 
the profession) 

1 0 Occupancy issues (appears the borrower is not or has never resided here) 

7 Judgment cali issues (poor judgment in decision making process) 

6 Appraisal (inflated value is suspected) 

5 Loan did not meet guidelines, exceptions made 
4 SSN suspect 

3 Assets, confinried bank statements misrepresented 
1 Credit (to qualify was not appropriate or falsified) 
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Due to ttie high number of occupancy is^Jes, H appears that many loans may be 
investor loans, with occupants renting from the ptrchaser. It was surmised by Risk 
Mitigation that a large portion of the Emerging Marlcets portfolio may be investor related, 
which means loans are submitted as owner occuped but the purpose of the loan was to 
give real estate investors property to rent or reseS. 

Servicing flags were placed on all loans In the above review found to contain elements of 
fraud, and ail of these loans are performing. The service flag curtails WaMu from sdling 
these loans to investors. 


Risk Mitigation ran MARI, to mirror the actions taken by AIG and determine If additional 
rjegative data was available on the 3 employees. MARI is a fraud jnformati Qn tool used 
by Mortg age professionals. Queries vi^re run 'WBMi 

■■■■I, There were no fincHr^s on ftHlS reports in 2005 

showing he was the loan officer on loans involving Xtreme Mortgage, a broker in 
Mo ntebe llo, CA. Both loans were reported to contain false documentation, and to reflect 
■■■^took the loans in a face-to-face interview wh^ it was reported in MARI that 
these loans Vi^re handled by the broker. 


MARI q ueries on tMHIiMB resulted in five incidents reported in 2005 and 2006 
showing ll^as the loan originator on loans centring false information, including false 
income, false bank statements and false employment information. 

Risk Mitigatio n concluded that little has changed in loan quality since 2005 formmP 
and noting that issues fr>und in loans originating from Montebello are worse 

than those In other CFCs. Consistent comments were made around loans being 
investor type, though shown to be owner occupied, stated incomes that do not make 
sense, exceptions made by mar^agement more than peer sites, and appearing that 
borrowers are coached on how to find ways to work around credit policy. 
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Appendix C 

Control Findings and Recommendations: 

1 Establish a comprehensive tiilrd party complaint process that ensures hmely 
resoluticm and communlcatim. In additon, ■ determine the appropriate 
communication plan for A!G, the California Department of Insurance and the OTS. 

2 Establish an appropriate credit risk management governance process that 
proactively ident^ss and addresses unfevorabie patterns of operational and 
employee practices such as those identified by HL Risk Mitigation. Specifically 
determine tee appropriateness of disciplinary actions tee various employees 
associated vrith this investigation. 

3 Enhance Code of Conduct, training to stress each employees role as a corporate 
steward and tee consequences for passively facilitating tee placement of loans into 
the origination process without sufficient due diligence. 

4 Enhance HL origination and fulfillment incentive programs to support loan quality as 
well as provide transparency of actual indhriduals accountable for tee loan. 

Currently control environment, by design, has minimal barriers to segr^ate the 
sales st^ and the fulfillment staff. Any control design that allows loan consultants to 
participate in any aspect of the income, employment or asset verification process 
has an inherent risk that the sales employee will take actions that benefit their own 
income while at the same time Increasing risk for WaMu. A design weakness here is 
that the loan consultants are allowed to communicate minimal loan requirements 
and obtain various verification documents from the borrower that is needed to prove 
income, employment and assets. Since the loan consultant is also more intimately 
familiar with our documentation requirements and approval criteria, the temptation to 
advise the borrower on means and methods to game the system may occur. Our 
compensation and reward structure is heavily tilted for these employees, toward 
production of closed loans. 

A design recommendation in this area would entail changes to the process that 
exclude tee loan consultant from participation in the income, employment and asset 
validation process. An additional recommendation is to capture for each loan 
processed, who originates, processes and unden/vrites the loan. This would provide 
more consistent monitoring and identification of issues Oncluding presence of fraud) 
that may requh"© additional training or investigative attention. 

Enhanced fraud recognition training should also be recommended for those loan 
consultants that are engaged in income, employment and asset validation. They 
should understand teat these steps involve critical evaluation of the documentation 
received, and that they are not simple (teeck-points to be cleared upon the 
submission of the documentation wthout critical examination of the documentation. 

5 Ensure fraud tools and processes, sudi as Data Verify, have been fully 

implemented the HL origination processes to identify applicant 

misrepresentations and fraudulent loan documents prior to loan closure. 
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Prior to data verify implementation, the primary fraud control over the majority of the 
ftaud detection was designed in our current process to occur in the Fulfillment 
process. The loan cooniinatw and the fulRlImerit group in general are charged vrith 
the responsibility to collect and evaluate the various employment, income and asset 
documentation, and they shcnAi be picldng up on fraudulent documentation to the 
extent that those frauds are readily discoverable. This failure is a control 
implementation breakdo\Am. as the control that was in place did not function as 
intended. 
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January 7, 2668 ! 

IK Asset Quality 

I iSafety and Soundness 

! IConsumer Compliance i [information Technoloqy 

AQ i Memo#| 22 | 


DATE: June 19, 2008 

TO: David Schneider, President Home Loans 

FROM: Ann Hedger, OTS E xaminer; Ben Franklin, OTS Etc 

SUBJECT: Loan Fraud {nvestigation 


Cathy Doperatski, FVP, Regulatory Relations 
CC: John McMurray, Chief Enterprise Risk Officer 


BACKGROUND INFQRMATIOM • ■ ■■■ ■ ■ 

We reviewed an internal memorandum dated April 4. 2008, documenting a review that resulted from an allegation fay PMI 
company AIG/UG that suspected loan fraud had occurred in one of the Bank’s lending offices. AIG/UG also referred the 
matter to OTS. 

The internal review disclosed that fraud/misrepresenlation did occur at the specific office raised in AiG/UG’s allegation 
Further, the review noted that "control gaps were identified wittiin the HL origination and risk management processes that 
did not sufficiently mitigate loan fraud exposure." While this review focused on one office in particular, it raised questions as 
to whether similar conditions are systemic throughout the organization, particularly since many of the issues raised have 
either previously been raised internally or have been noted at the current or at prior OTS examinations, such as: 

• The Internal Risk Mitigation process identified this specific office (along with the Retail Broker Program and one 
other specific office) as havir^g heightened fraud exposure in 2005 and 2007 reviews. These concerns were not 
acted upon in a timely manner 

• The interna! review noted that a formalized process did not exist to identify, monitor, resolve, and escalate third 
party complaints similar to the one raised by AlG. Similar issues have been raised in the 2007 OTS compliance 
exam and in the Banks 2008 internal Investigation into the appraisal process 

• The review raised concerns regarding "sales focused/incented originations with limited focus on individual 
accountability.' Essentially, the review defines an origination culture focused more heavily on production volume 
rather than quality. An example of this was a finding that production personnel were allowed to participate in 
aspects of the income, employment or asset verification process; a clear conflict of interest. The review also 
notes that systems and processes support incentive compensation programs rather than measuring Individual 
performance (e.g., loans recorded under one originator rather than the person who actually originated the loan. 
This practice was found to occur at other offices). Prior OTS examinations have raised similar issues including the 
need to Implement incentive compensation programs to place greater emphasis on loan quality. 

• The review noted that loan origination processes did not mitigate misrepresentatlon/frauo. Many of the issues 
noted in the internal review such as those related to income reasonableness, overlooking "red flags’, etc. have 
been raised at this and prior OTS examinations. 

While we recognize that management has recently taken a number of actior^s to improve the quality of originations, this 
investigation, by raising concerns that are reoccurring in nature or that have not been adequately addressed, highlight the 
need for ongoing vigilance and commitment by management and the board to maintain a produrtion environment in the 
Home Loans Group that is committed to quality production. 


OTS FINAL as of 06/20/08 

1 Permanent Subcommittee on InvestipationsI 

Saved: 07/0B-7008 10:03 AM 
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AQ MEMO #22 



EXAM FINDINGS OERNITtONS 


Obs^aSonsaiem^etn s RonsuHa^icie; present U>iTtaAa()«nisnl eWicrveTbaOyor inwiiliRs, but will geneially 

nptte mcludod in jbe RcpoH of Eitan to atio n . request a •writtsfi response during Ihe examination. Obsennitirtna 

may or may not be reviewed durmg subseciitertt eitamiri^kirui. ... L 

A secondary cOTcern reouitirra cofrectrvc adiew . AjtecoBWMMJbBoflcaii become a CrtflcBftlln future examinallons should risk 
exposure increase signficantty or TA^ltwy bd ihdiidad inihe Rep«d of Examinationarrd m^tiorisd in 

Exit and Board Meetings; Examines wM ieqa^atMdlteiiTe« n >ci fe afa8ii Management during the oxamlnalidn. Management's .. . .. 
. aclions.toaddfeis.RorxvnmefldalnnsmteirieMd^'aiteetttiaitprfoSow-tip. examinations. ; ' ; - 

A primary concern reauirkia oMrecft^acUc^ - C^fegwMe sutrankised <n the 'Msttef s Requiring Si^rd Allehlion' ot 

.“Examination Cdndusian.andComRwrAE* teflon of EtsniAtafon; warrant inerea^ attention by Senior Mansgemenl 
and the Board of Directors; and requii»awaieniesf>0Ma.:'T1^«e:atl^e<^ to formal foBovwup by examiners arrd. If left uricorrectad, 


CrWcIsm: 


Topic; Originafion controls in Home Loans 


Finding: The internal investigation discussed in the background sKhon above, noted a number of origination control 
issues that impaded the Office under review and may be systemic in die origination process. Management 
should address the Issues raised in the investigation including: 

1. The lack of a formalized process to identify, monftor, resolve, and escalate third party complaints. 

2. inadequate issue escalation and untimdy management response to ‘unfavorable patterns of 
operational and employee pradices' wch as those identified in the investigation 

3. Incentives based on volume of originations vwth limited focus on individual accountability, and in 
particular, any processes that allow production personnel to participate in verifying borrower financial 
information. 

4. Loan origination processes that do not adequately mitigate misrepresentation/fraud, 


Action; Evaluate and correct any control issues whether isolated or systemic and report the extent of these issues to 
OTS. 


Management Response Requested [jclYes 


WaMu 


iM^AGEMENT RESPONSE: QAgree 0PdrtiaKy Agree (~1 Disagree Enter Target Date: 1 12/3^/2008 J 


(RESPONSE (succinct response to finding / action) 


There are many controls that have been put into frface in Home Loans since this investigation was done, as well as a 
significant change In Home Loans' busirfess strategy that mitigate many of the issues identified In this memo. These 
changes include, but are not limited to: the implementation of a comprehensive pre-funding fraud tool and pre-funding 
evaluation process, the elimination of all third-party lending channels including retail broker, and post-funding file quality 
reviews held on a weekly basis with senior managemerit and channel leaders to address loan quality Issues. 


CdRReCTlVE ACTION (provide 8{ 


Formalize the third-party complaifft process to ensure that significant issues are escalated to Home Loans Operational 
Risk and where appropriate, tracked in a centralized issues tracking system. The process will include the definition of a 
significant issues and clear ownership responsibility. (McCoppin, Wagner. Struck) - September 30, 2008 
Formalize issue escalation process and foilow-up procedures and actions that result from findings from Risk Mitigation 
reviews. (McCoppin) - August 31, 2008 

Require fraud training and certification of alt futfillment personnel. (McCoppin, Brown) - December 31, 2008 


Washington Mutual. Inc. - Confidential 


1 iYiaV result in sironaar actiorv. . 

" ^ ( 

EXAM FINDING# ...,1; / 

: ;:J^Rec<Mnmendatlon j^Critician 
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AQ MEMO #22 


EXAM FINDING# 2 ■ ; . Recommendation : ■ | [Criticism 


Topic: impact on third parties 

Finding; The above investigafion raises the question of whether ttiefraud/misrepresentation noted during this 
investigation is material enough Otat it creates a potenhai recourse issue to third party investors. 

Action; Investigate and determine whether a recourse sjtiation has been created and report the findings to OTS. 


Management Response Requested [^Yes j [No 


m WaMu 


MANAGEMENT RESPONSE: • jF] Agree.. jgJPartlalty /^ree : QDfsagfe© 

EnterTarget Date: |;:i2G1/20C(8 ] 

ManagmentRetponsa: Indicaie whelher you agreei provida'an 

shlicip^^ target date tor Replemeritafkm. 

Partially Ttie reKpbnsashouki ciewly define ItopwteBof^firtiSi^wraconinieottod action disagTeedwilh as woB as the portion agreed to. 

Disagree; respori^ sitoutd clearly define WHY ttrere sdieagreeffiEeiti^ Ihe Tinditvor necotnmstlded 

' atlerrralivecbufsftofecliohiobepuratjed- 

action, end cullma any mitring circiimstanoes or 

RESPONSE (succinct resDbnse to finding / action} 



Carey Brennan, Legal, and Joyce Mizerak, Repurchase & Recovery, are continuing to review and investigate 
the information provided by CFI. To date, their fimlings are as follows; 


1 . Repurchase & Recovery determined that a tola! of 21 ABIHtoans had been referred to Repurchase & 
Recovery for a determination of potential repurchase liability. Two of the loans were referred directly by Freddie 
Mac and have been repurchased. Of the remaining 19 loans, all were referred by Risk Mitigation and 
Repurchase & Recovery determined that (a) 4 loans had been sold to Freddie Mac and the alleged 
misrepresentation has had no adverse impact on the loans and, therefore, the loans are not subject to being 
repurchased, and (b) the remaining 1 5 loans are held in the company’s loan portfolio and were no! sold and, 
therefore, there are no recourse implications associated with these loans. 

2, Of 91 loans reviewed by Risk Mitigation in November 2007, the Data Verify tool identified 47 loans as having 
flags of fraud or misrepresentation. These loans were manually reviewed by Risk Mitigation who determined 
that 29 loans contain more than one fraud indicator. Per CFI's report, all of these loans are held in portfolio, are 
current and have been flagged on the servidng system to prevent them from being sold. Therefore, there are 
no recourse implications associated with these loans. 


CORRECTIVE ACTION tprovida »p«ctflc action steps planned, the assigned responsible manager, and target dates ter «achl 

1. WaMu will finalize Its analysis to determine if any additional action needs to be taken. {Mizerak} - December 31, 2006 


Wash>f>gton Mutual, Inc. - Conflc t enWal 


,= Redacted by the Permanent 
Subcommittee on investigations 
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m) WaMu^ 


OTS Exam Summary 

As of July 22, 2008 


Exam 

2007 Exam 

2006 Exam 

2005 Exam 

2004 Exam 

2003 Exam 

■ ■ 






Criticism 

10 

2 

2 

5 

1 

Recommendations 

41 

33 

31 

18 

47 

Ob.servations 

6 

25 

3 

3 

9 

Total 

57 

60 

36 

26 

57 








Asset Quality 

• OTS AO #1 Home Equity File Review - (3 Criticisms; 1 Recommendation) Owner: Mike 
Zarro/Ariene Hyde 

o Finding 1 (Criticism) - Overall Target Date 8/30/08 

■ Issue: U) Lack of Income Reasonableness Guidance and Controls; (2) Lack of Income 
Analysis Procedures for Stated Income Loans; and (3) Lack of Documentation for Income. 

■ Remediation Plan: Management Partiaiiy Agrees with parts one and two, and Agrees 
with part three. Income Document Relief programs have been discontinued. Borrower 
application and attestation has been implemented, and an enhanced Home Equity 
application (2993) which mirrors the FNMA 1003 is scheduled for the next technology 
release in 8/08. 

o Finding 2 (Criticism) - Overall Target Date 3/30/09 

» Issue: (1) Measures to address reasonableness of stated income were not implemented 
in home equity originations. (2) Risk in the HEP was not addressed in an expeditious 
manner to enable measures to be taken more promptly. (3) Policies and procedures in the 
HEP were not aligned with the prime portfolio higher requirements, despite the HEP'S 
higher risk. 

• Remediation Plan: Management Agrees with part one, Disagrees with part two, and 
Partially Agrees with part three. Additional measures to ensure policies are consistent 
throughout the business include aligning HE with HL Prime In various elements of the 
calculation in the debt to income ratio. These changes will result in more consistent 
qualification of borrowers, regardless of the Home Loans product selected. 

o Finding 3 (Criticism) > Overall Target Date - Completed 

• Issue: WaMu (non appraisal) employees were able to inappropriately influence values of 
appraisals. 

• Remediation Plan: Corrective actions for this finding have been remediated by 
Management - A policy change to discontinue "request for transfer" appraisals was put in 
place in April 2008, and a subsequent HE policy change whereby the lender controls the 
appraisal escalation was implemented in June 2008. 

o Finding 4 (Recommendation) ~ Overall Target Date > Completed 

• Issue: Update policy for calculating seller concessions - Procedures for determining LTV 
and CLTV ratios state, "For property ownership of less than six months, value is 
established using the lesser of original purchase price or current appraised value", Seller 
concessions offered to the property purchaser were not appropriately addressed in 
determining LTV ratios. For loans to purchase an existing property, the Interagency 
Guidelines for Rea! Estate Lending (12 CFR Appendix to 560.101) states, "The term 'value' 



1 P«rmancnt Subcommittee on Investigations! 
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WaMu* 


• OTS AO #21 HE Line Management - Credit Line Decrease Program - (1 Observation) Owner: 

Mike Zarro 

o Finding I (Observation) 

• Issue: The OTS uses the memo to commend our efforts to reduce credit risk and 
contingent liabilities during the current lending environment. They note that many of the 
processes and procedures associated with die program are new and, in some cases, 
unfamiliar concepts to them. The memo lists the following three areas of concern. The 
OTS is working with their policy people to determine if they create regulatory compliance 
or appraisal issues: 1) Whether die valuation (AVM) process for determining equity 
reduction is compliant with applicable appraisal and compliance guidance, 2) Whether the 
use of FICO scores is adequate to determine deterioration in financial capacity sufficient 
to suspend, block, or cancel the line, and 3) Whether the appeal process is fair or does it 
put the borrower at some disadvantage. TTie OTS will continue to review this program 
with the 2009 Exam. 

• Remediation Plan: Management response is in process, or is drafted and awaiting OTS 
acceptance. 

• OTS AO #22 Loan Fraud Investigation - (1 Criticism; 1 Recommendation) Owner: Don White 

o Finding 1 (Criticism) - Overall Target Date 12/31/08 

■ Issue: The internal investigation identified certain control issues that Finding 1 
recommends Management evaluate and correct. The items identified include; (1) Lack of 
formalized process to identify, monitor, resolve, and escalate third party complaints; (2) 
Inadequate issue escalation and untimely management response to "unfavorable patterns 
of operational and employee practices"; (3) Incentives based on volume of originations 
with limited focus on individual accountability; and (4) Loan origination processes that do 
not adequately mitigate misrepresentation/fraud. 

■ Remediation Plan: Management Partially Agrees - Formalize the third-party complaint 
process to ensure that significant issues are escalated to HL Operational Risk and where 
appropriate, tracked in a centralized issues tracking system. The process will include the 
definition of a significant issue and dear ownership responsibility. Formalize issue 
escalation process and follow-up procedures and actions that result from findings from 
Risk Mitigation reviews. Require fraud training and certification of alt fulfillment personnel, 

o Finding 2 (Recommendation) - Overall Target Date 12/31/08 

• Issue: Finding 2 recommends Management investigate to determine whether the 
misrepresentation/fraud noted during the OTS’s exam is material enough that it creates a 
potential recourse issue to third party investors. 

■ Remediation Plan: Carey Brennan, Legal, and Joyce Mizerak, Repurchase & Recovery, 
are continuing to review and investigate the information provided by CFI. WaMu will 
finalize Its analysis to determine if any additional action needs to be taken. 


Safety and Soundness 

• OTS SS Memo *5 Loss Mitigation Models, Spre a dsheets, and Documentation - (4 
Recommendations) Owners: John Berens/David Beck/Don White 
o Finding 1 (Recommendation) 

• Issue: Income and Asset Documentation For Loss Mitigation Programs - The Bank's 
forbearance plans, repayment plans, and loan modifications for sub prime, prime, and 
home equity owned loans, are based on stated income and stated assets for borrower in 
first time workouts. Documentation standards for forbearance plans, repayment plans, 
and loan modifications for owned loans should include verification of income and 
verification of assets since this is considered prudent underwriting practices and will 
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From: McNerney, Bob <robert.mcnemey@warau.net> 

Sent: Thursday, August 31, 2006 8:25 AM 

To: Steinnietz, William J. <bil!.stdnmetz@wamu.net> 

Cc: Jacobs, Kathleen <kathleen.jacobs@wamu.net>; Hyde, Arlene M. 

<arlene.hyde@wamu.net> 

Subject: Re: Hudson 3010598427 Purchase 


I think your statement that the LFs have hit their funding goals is ejcaclly my point. 
Sales has NOT hit oiiir funding goals. 

How can we if the LI'C already is at capacity. 

I am not dying to be antagonistic. 

But this IS where the disconnect is. 

Wc arc revamping our forecast for the remainder of the year. 

We will have it to you mid week next week. 

It will call for significant increase in apps and fundings. 

Our goal in ARca 2 was about 600m for August. 

We cannolt get there if the LFC has goals and arc staffed for less. 

.1 am simply attempting to grow. 

And need your help. 

We can bring in more volume. 

B 


Sent from my BlackBcrry Wirele-ss Handheld 


Original Message 

From: Steinmetz, William J. 

To: McNerney, Bob 

CC: Jacobs, Kathleen; Hyde, Arlene M. 

Sent: Wed Aug 30 08:33:06 2006 
Subject: RE: Hudson 3010598427 Purchase 


Let's take a broader (and slightly more factual) look at ihis. 

This month Downers Grove and San Antonio will both have their best funding months of the year, Both will hit (and likely exceed) 
tlieir funding goals for the month. 

These two centers have the BEST turn times in the country. Which is saying something, because turn times have improved by 
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approximately 20% this year. 

Downers Grove will have their best productivity ever, but not t^ite up to our 4lh quarter goal. 

This looks like overall good LFC performance to me. That is not to ssy we are not expoiencing issues. 

Wc have appraisal issues everywhere (due to the vendor change). We have some closing capacity i ssues in DG tiue to Stand Alone 
training last week and the normal end of month posh (which is very difficult to staff for). Wc have some lack of experience issues m 
San Antonio which impact our HH and difficult file processing... 

Wc cannot afford to maintain excess capacity. We have all agreed that we mua drive productivity to en.sure we remain profitable, it 
doesn't help us to fund more loans and lose money. This puts a pronium on making sure we get the Li-C volume forecast correct. We 
will staff to the forecast, but will not be able to stretch (in the short run) much mwe than that. 


— Original Message 

From: McNemey, Bob 

Sent: Wednesday, August 30, 2006 ! 1 :02 AM 
To: Stcininetz, W'illiam J. 

Cc; Jacobs, Kathleen; Myde, Arlene M. 
Subject: Re: Hudson 3010598427 Purchase 


Everyone is getting hit right now. Its month end! 

Happens every month. 

i am being asked to commit to covering price hits if vve close loans with no cvr 
That's unreasonable 

I am not going to allow great loans to walk out on us or even worse .... our name to get smeared on the streets , becasuc we can’t get 
our act together, 

But how is anyone culpable for tliis other than appraisal. They eat the price hits. 

The last few days have been ridiculous. 

Plu.s ... 

Once again .capacity is in play in DG and SA 

We need to build in more capacity. 

We can't grow like this, 

I sound like a broken record. 

UW is backlogged 
Closing issues everywhere. 

And now appraisal. 

Took me 20 minutes of waiting on hold to speak to an UW’ yesterday. 

Wonder how long our customers wait? 


If we w^anl the volume. .. 

We must perform when we gel it. 
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We can flat out do more loans. If you will please add the capacity for us to do 
We are capped. 


Capped is an ugly word when we are at 75 percent of plan. 

And we have lots of new AMs who are going to add more volume to the mix. 

! think area 2 can do MUCif more volume. 

But ceilainly not without the service levels. 

B 

Ps. 1 will never stop pushing. The day I do 

Please bur>’ me with a 1003 in my hand, 

I believe so much in us 


W'c can dominate out here! 


bent from my DlackBerry Wireless Handheld 


— Original Message — 

From: Steinmetz, William J. 

To: McNentey, Boh 

CC: Hyde. Arlene M.; Jacobs, Kathleen; Lorenz, Holly; Stewart, Lorraine; Parres, John; Bull, Sushuma R.; Bader, .lohn T, 
Sent; Wed Aug 30 07:39:08 2006 
Subject: Re: Hudson 3010598427 Purchase 

I know, Everyone is getting hit now, 

We need to keep sending examples to John Bader and John Parres, They arc worfeing through the issttes with the vendors. 
I'm continuing to escalate and have invited Siishuma Bull (the new head of appraisal) to our next AOM/ASM call. 


Sent from my BlackBerry Wireless Handheld 


Original Message 

From: McNemey, Bob 
To: Steinmetz, William J. 

Sent: Wed Aug 30 07:24:35 2006 
Subject: Fw: Hudson 3010598427 Purchase 

Bill 

Wc are getting slammed with this kind of stuff, 
B 


Sent from my BlackBerry Wireless Handheld 
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Original Message 

From; Johnstone, Chris 
To: McNemey, Bob 
CC: Miller, Kristen E. 

Sent; Wed Aug 30 07.22:57 2006 
Subject: FW: Hudson 3010598427 Purchase 

Keeping you in the loop on this issue widi one of Chris Hartman DsfiiesOthe appraisal order got cancelled for no apparent reason in 
OV, this is not an LFC issue, but an OV issue and 1 have seen severd ocairrences of thisOyou should ask your OV partner at your 
level why this happensGthank.s. 


Chris Johnstone 

Vice President - Wholesale Sales Manager 
W'ashington Mutual 
225 Pictoria Drive Suite 300 
Cincinnati, Ohio 45246 
513-551-5318 (w)513-55!-5364 (fax) 


From: Hartman. Christopher L. 

Sent: Tuesday, August 29, 2006 6:50 PM 

To; Miller, Kristen E.; Bashem. Bradley E.; Johnstone, Chris 

Subject: FW; Hudson 3010S9S427 Purchase 


Hey guys this appraisal for this file was delivered with the rile through online submission. The appraisal was sent to optis value, but 
had a cancel date in optis value. 


This is the first that Amanda and I have heard of the cancellation. 1 re e-mailcd the appraisal to Amanda, but I know it is going to go 
into review Itecausc it is a 4 unit NOO. The brokw is ready to get this purchase closed. 


I 

Is there anyway 1 can get the appraisal dept to rush this? 
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From: Grabovvski, Amanda B. 

Sent: Tue 08/29/2006 3.26 PM 
To: Hartman, Chnstopher L. 

Subject: RE: Hudson 3010598427 

Patricia isnDt here her moir) passes away she wcffltbe here for a wedc or so 

Do you have the appraisal? If so I will reorder it 

Amanda Grabowski 
Senior Loan Coordinator 
(630)437-8748 Phone 
(630) 437-7752 Fax 


Original Message 

From: Hartman, Christopher L. 

Sent: Tuesday. August 29, 2006 5:22 PM 
To: Grabowski, Amanda B. 

Subject: Re: Hudson 3010598427 

It show'.s in Optis Value as cancelled. 

Do you have the arc phone number? 

Can Patricia Eastmen take a look. 


Regards, 

Chris Hartman Washington Mutual Account Manager 

3050 Highland Parkway 3rd Floor Downers Grove IL 605! 5 

513-551-5321 office 513-505-9282 cell 

Customer Care 866-288 8760 

Loan Coordinator Amanda Grabowski 630-437-8748 

Conditions 630-437-7752 

Lock Desk 630-437-8393 

Appraisals must be uploaded through wamubroker.com 


Original Message — 

From: Grabowski, Amanda B. 

To: Hartman, Christopher L. 

Sent: Tue Aug 29 15:18:06 2006 
Subject: RE: Hudson 3010598427 

I donOt know - 1 donOt even have the appraisal or a file 

Amanda Grabowski 
Senior Loan Coordinator 
(630)437-8748 Phone 
(630) 437-7752 Fax 
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Market Risk Committee (MRC) 
Minutes of the December 12, 2006 Meeting 


The MRC of Washington Mutual, Inc. (“WMl” or the “Company”). Washington Mutual Bank 
(fka Washington Mutual Bank, FA) (“WMB”) and Washington Mutual Bank fsb (“WMBfsb”) 
and the Asset Liability Committee (“ALCO”) of WMBfsb met concurrently on Tuesday 
December 12, 2006, 

Members present for the MRC: Ms. McCarthy, Chair, Mr. Brandeberry, Mr. Beck (phone), Mr. 
Casey, Mr. Goldberg, Mr. GrifTith, Ms. Krahling (phone), Mr. Maw (phone), Mr. Williams, Ms 
Novak (phone) and Mr. Hunt. 

Staff: Ms. Berger, Secretary, Mr. Batt, Mr. Stack, Ms. Logmt, Ms. Kitsis, NLr. Ellson, Mr. 
Callahan (phone), Mr. Drastal (phone), Mr. Lehmann, Mr. McMullen, Mr. Friedlander and Mr, 
Piht (phone). 

Summary of items approved at this meeting: 

Approved ALM Standard revisions as foDows: 

- Replaced references to the Asset Securitization/Sales Oversight Committee (“ASOC”) with 
the Market Risk Committee throughout. 

- Revised the Authorized Individuals for Intercompany Transactions Standard to permit sale of 
subsidiary stock or preferred stock back to the subsidiary's parent. 

Approved Authorized Individuals for WaMu Investments Corp subject to: 

- Individuals become Officers of the Company. 

Approved extension of all active 2006 MRC programs due to expire on December 31, 2006 to 
January 31, 2006. 

E0I7S: Open pipeline for 5/1 and 7/1 Hybrid loans: Direct all 5/!/. 7/1 and 10/1 hybrid ARM 
with loan size less than or equal to $3.0 million to Held For Sale (HFS), effective immediately 
and subject to potential delay in system programming time. 

Close program E0141; WMMSC Conduit: Approval to close program and begin operating under 
delegated authority. This program repeal will remove current dollar size and loan type 
restrictions on the Conduit. WMMSC Conduit activities will be subject to an ongoing risk 
management review with the MRC on a quarterly basis 

Approved Hybrid/Synthetic CDO/CLO investment securities. 

S um m ary of action i tems from t his meeting: 

None. 


Ms. McCarthy called a special meeting of the MRC to order at 1 1 ;00 am. 
Approval Items 

Agenda item 1: Meeting Minutes 


.Approved at th« 2/XX/07 MRC Meeting 
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Market Risk Committee (MRC) 

Minutes of the December 12, 2006 Meeting 

The minutes from the November 14, 2006 and November 28, 2006 meetings were reviewed. 

Ms. Logan noted that name for Company 467 had changed to “WaMu” Investments Corp, There 
were no further edits noted. Mr. Brandeterry motioned to approve the minutes. Mr. Griffith 
seconded the motion. The motion was unanimously approved. 

Agenda item 2: Policy Changes 

Ms. McCarthy reported that a technical review' of the ALM Standards has been conducted and ail 
remaining references to the Asset Securitization/Sales Oversight Committee (ASOC) have been 
replaced with MRC The ASOC was disbanded at the November 2006 MRC meeting and its 
responsibilities were pulled back into MRC. 

Mr. Brandeberry requested approval to amend the lan^^e in the Authorized Individuals for 
Inter Company T ransactions Standard to permit the sale of a subsidiaries stock or preferred stock 
back to its parent company. 

Mr. Brandeberry moved to approve both ALM changes as presented. Mr. Goldberg seconded 
the motion. The motion was unanimously approved. 

Agenda item 3: Authorized Individuals for WaMu Investments 

Ms. Logan requested approval of a number of individuals to effect transactions as part of MRC 
approved Program EO 1 76: WaMu Investments Corp (Company 467). Approval of these 
individuals is also being sought by the Subsidiary’s Board of Directors, These individuals will 
also be nominated as Officers of Company 467. In response to a question from Mr. Goldberg, 
Ms. Logan confirmed that all of the individuals listed for approval are employed in the Treasury 
group. Mr, Goldberg moved to approve the list of authorized individuals for Company 467. Mr. 
Brandeberry seconded the motion. The motion was unanimously approved. 

Agenda item 4: Approved Programs Extension to January MRC Date 
Ms, McCarthy requested an extension of the 2006 approved programs that are due to expire on 
December 31, 2006 out to January 2007. She explained that her team is working to simplify the 
program renewal process and reduce the number of approved programs for 2007, Mr, Goldberg 
moved to approve the date extension to January 3 1 , 2007. Mr. Beck seconded the motion. The 
motion was unanimously approved, 

Ms. McCarthy requested approval to open the pipeline for 5/1 and 7/1 hybrid ARMS by 
redirecting all 5/1/, 7/1 and 10/1 hybrid ARM with loan size less than or equal to $3,0 million to 
Held For Sale (HFS). Mr. Beck confirmed that the $3 .0 million loan size was correct. Mr. Beck 
moved to approve directing all 5/1/, 7/1 and lO/I hybrid ARM with loan size less than or equal 
to $3.0 million to Held For Sale (HFS), effective immediately and subject to potential delay in 
system programming time, Mr. Goldberg seconded the motion. The motion was unanimously 
approved. 

Agenda item 5: Removal of Program Restrictions for Conduit Activities 
Mr. Griffith reviewed a proposal to move Conduit activities current governed under MRC 
program E0141 to a delegated authority. This change would effectively remove dollar 
limitations and prohibitions including the purchasc/sale of second lien loans. Conduit activities 


Approved ai the 2'XX/07 MRC Meeting 
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Market Risk Committee (MRC) 

Minutes of the December 12, 2006 Meeting 

continue to be subject to credit limitations and adherence with the Plan. Under delegated 
authority, Capital Markets will report on activities to the MRC on a quarterly basis. Mr. Griffith 
moved to approve delegated authority for Conduit activities as proposed, Mr, Williams 
seconded the motion. The motion was unanimously approved. 

Agenda item 6: Program Approval - Hybrid CDOs 

Mr. McMullen reviewed a proposal to begin inviting in collateralized debt obligations (CDO) 
to include synthetic bonds within the deal structure (such as ABS CDS). This request is an 
extension of the authorization obtained in Octob^ 2006 to begin investing in “cash” CDOs. Mr. 
McMullen noted that almost all of the CDO securities coming to market have some synthetic 
element such as credit default or ABS. Treasury does not anticipate the purchase of any hybrid 
CDOs below investment grade. In response to a tpiestion from Mr. Beck, Mr, McMullen 
explained that the hybrid CDO security will be investment grade rated however portions of the 
underlying security collateral may be unrated or rated less than investment grade, Mr, McMullen 
also noted that the purchase of hybrid CDOs would be restricted to only those securities that are 
a ‘trust’ structure versus a ‘pass-through’ structure because of accounting treatment issues. In 
response to a question from Mr. Goldberg, Mr. McMullen explained that the hybrid CDO 
securities will be modeled on Derivative Solutions. Only hybrid CDO securities that can be 
modeled on Derivative Solutions will be purchased. Mr. Brandeberry noted that specific ALM 
language would need to be drafted to incorporate this instrument into the ALM Approved 
Instrument Standard. Ms. McCarthy concurred and recommended that MRC approve subject to 
circulating the specific ALM Standard language/edits. In response to a question from Mr. Beck, 
Ms. McCarthy requested that Mr. Griffith ensure that the pre purchase and accounting checklists, 
modeling and ALM language edits are completed. Ms. Novak requested that Mr. Griffith 
include Mr. Callahan in any discussions with the business line. Mr. Griffith moved to approve 
hybrid CDOs as an approved instrument. Mr. Beck seconded the motion. The motion was 
unanimously approved, 

Exceptions 

None, 


Discussion Items 


Agenda item 7: Change to Accrual Book Limits 

Ms, McCarthy previewed a proposed limit structure for the ALM Policy and Balance Sheet 
Standard accrual book interest rate risk limits. She noted that there has been a compelling need 
over the last six months to replace the existing limits with limits that are more sophisticated, 
actionable and aligned with the strategic decision making process. The new limit structure will 
be proposed for approval at the January 8, 2007 Enterprise Risk Management Committee 
meeting and the Finance Committee approval at their January 2007 meeting. Ms. McCarthy 
noted that the proposed limit structure is stochastic based model that is expected to evolve over 
time. The proposed limit structure has been reviewed with the OTS and meets regulatory 
requirements of a 200 basis point a non parallel shift shock analysis. A robust discussion ensued 
on the governance and escalation processes and how the proposed limit structure measures the 
Company’s solvency and NlM-at-risk. 


Approved al the 2/XX'07 MRC Meeting 
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Market Risk Committee (MRC) 
Minutes of the December 12, 2006 Meeting 


Agenda item 8: Policy Changes to Appendix A and Balance Sheet Standard 

Provided for member review. 

Agenda item 9: Review of Aged Inventory - Home Loans 

Mr. Pihl provided an update on that status of the Home Loans aged inventory. The overall size of 
the Home Loans warehouse is just over $18 billion. Of that, 2.07% ($375 million) of the loans 
in the warehouse are aged greater than 180 days, when the limit is 1 ,00%, and 0.21% ($39 
million) of the loans are aged greater than 270 days (360 days in the case of Commercial), when 
the limit is zero. The Capital Markets Group expects these exceptions to be cleared through 
“scratch and dent” sales activities that are taking place this quarter and in the first quarter of 
2007: These sales are expected to clear the aged inventory to include $40.0 million of subprime 
second lien and $18.0 million of Commercial loans that will exceed the respective 270 day and 
360 day limit as of 12/31 reporting. The respective population of aged loans will be in 
compliance as a result of the Scratch and Drat sale and Commercial Securitization in the first 
quarter of 2007. 

Required Reports 

Agenda item 10: Securitization Activity Reports 

Ms. McCarthy noted that future securitization activity reports may be directed to the business 
segment risk committees for review. Mr. Potolsky provided an update on Subprime 
securitization activities. He explained that there is an overall wetness in the subprime business 
and the exit of investors from this market sector is driving some of the spread widening 
especially in the lower grades. Early WaMu 2006 vintages are on downgrade watch by the 
ratings agencies. Mr, Lehmann provided an update on Prime securitizatiomactivities. He noted 
that performance is generally good however there have been some performance concerns with 
more recent conduit deals. In November the rating agencies reviewed three securities, upgrading 
5 classes and left 1 1 classis unchanged. Additional performance reports will be sent to members 
via email following the meeting. 

Mr. Lehmann reviewed an error caused by a combination of a manual process and staff transition 
that resulted in the unintentional over-collateralization to the Class B-14 Certificates of the 
WaMu 2006- AR 13 deal. The approximately $327.0 thousand over-collateralization has been 
taken out of the deal’s gain-on-sale. This error is to the benefit of the certificate holders 
particularly the B holder. 

Mr, Lehmann then alerted the Committee to an analysis in-process whose preliminary results 
j show an abnormally high number pf delinquencies in a number of the 2006 Conduit Program 
securitizations. Mr. Lehmann noted that delinquency behavior was flagged in October for 
further review and analysis when recent securitization deals appeared to have more severe 
delinquency behavior than experienced in past deals. The primary factors contributing to 
increased delinquency appear to be caused by process issues including the sale and securitization 
of delinquent loans, loans not underwritten to standards, lower credit quality loans and seller 
servicers reporting false delinquent payment status. A discussion ensued on next steps. Mr, 
Lehmann will provide another status update at the next MRC meeting. 


Approved al Ihc 2/XX/07 MRC Meeting 
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Market Risk Committee (MRC) 

Minutes of the December 12, 2006 Meeting 

The Credit Card Securitization activity report was provided for member review. 

Mr, O’Callahan reported that there were no issues with Commercial group securitization 
activities and provided an activity report for member review. 

Agenda item 11: ALM Report 

The ALM report was provided for member review. 

Other: 

None. 

There being no further matters, the MRC meeting was adjourned at 12;40 p m. 


•Approved atthe2''XX^07 MRC Merting 
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” Redacted by the Permanent 
_Subgomminee on Investigations 



MEMORANDUM 

Date: September 21, 2007 

To: Kerry Killinger, Steve Rotella, David Schneider, and Cheryl Feltgen 

From: Randy Melby, June Thoreson-Rogers, and Debbie Amundson 

Re: Westlake HLC Investigation Update 


Assessment Results: 

1 . Fraud Accusation 

Westlake HLC team operates as a coRedwe with Chris O'Brian listed as originating 
officer on all credits. 

AN applications were processed through normal undeiwiiting channels vrfiich 
induded application platform, credit bureaus, independent af^raisal ordering, and 
centralized urtderwriting approvals. Stated Income approach and Option ARM 
produds were utilized in most cases. 

No evidence of fraud on the part of WaMu employees wras found. 


2. WaMu Exposure 


b-$13. 725,885 


4 Properties (3 in | 


I Development). 


Purchased 3/5/2007 for $3.8mm ($2.752m loan). 3/21/07 
equity extraction refinance ($2.956m loan) with same $3.8mm appraisal. 
6/19/07 equity extraction refinance ($4.8mm loan) with a new $6mm 
appraisal. Application for owner occupied - property is vacant and for sale. 

$2,203,577 

In foredosure and in bankroptcy. 7/23/07 appraised value $3,200,000. 
Original appraised value $2,650,000 as of 3/1 8/2005. 

no relationship with WaMu 


Internal Audit is woil^ing together with Home Loans Chief Risk Officer, Cheryl Feltgen 
to address the following Red Flags; 

1. HLC’s 

• Brokers and Sales Manager should have been alerted to unususal/frequent 
finandng request activity by sirttilar parties with appraisal valuation increases 
during a short duration. 


I Permanent Subcommittee on tnvestigations l 
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MM = Redacted by the Permanent 
Subcommittee on Investigations 


Loans to enable Bergerano ffippng pfx>p»t!es. 


Exc^jbon Apqxoval Granted to purchase a 
property. "Sales Force AitArated Excejtf on AFpxjval" 


Conflict of Interest - originatir^ loarts fdrfantily member 



2. Underwiifing 

• Appraised valuations - dramatic dtartges m values in short periods of time. 
Apixaiser adjusbnents of comps, use (rf canps owned by borrower, and subjed 
to status. 

• Low Doc/Stated income Loar^ - approfMlateness and accuracy of application 
information (potential fraud), ^tecially for self ^t^oyed borrowers and 
unseasoned sources of significant inccMTte to quaSty. 

• Due Diiligence on applications for investment vs owner occupried borrowers 

• Aggregate Liability for Borrowers - lerxjing authwities by entity - Credit 
App-ova! form doewtl give senior credit approver line of ^ht into makeup of 
aggregate exprosure and ^uW be enhanced. 


2 
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WaMu" 


SIGNIFICANT INCIDENT NOTIFICATION (SIN) 


1 DATE INCIDENT REPORTED I 

INVESTIGATOR 

OT I^IONAL MANAGER 

j 04/01/2008 


Marllyfv:HaiT<s 

Gary ZavadH 

SUSPECT 

LOSS TYPE 

F/C OR DEPARTMENT 


Mcrtgage Loan 

West^ke.Vtliage.Hpmeloan Center 

EXPOSURE 

[ LOSS 

CASE NUMBER 

LOCATION (aty and State) 

$,14,295,200,00 | 


2008003334 

We^keViiiage, CA 

1 DATE SIN COMPLETED 

REGIONAL MANAt^R 

DIVISION EXECUTIVE 

1 05/.12/.20b8 

! 

bon Hagan 

S^nStewart 


CASE INFORMATION 


PRODUCT / BUSINESS UNE 

WERE HOLDS PLACED? 

MORTGAGE 

N/A 


INTERNAL INVOLVEMENT SUSPECTED? 
YES 


Summaty: 


■ = Redacted by the Permanent 
Subcommittee on Investigations 


Risk Mitigation referred to Corporate Fraud Investigations twelve early payment default (EPD) home loans and 
one first payment default (FPD) home loan with a total exposure of $14.3MM that all originated in the Westlake 
Village Home Loan Center v\dth either Loan ConsuItantflMIMBIBor Loan Consultant The 

dates of the loan originations are from February to December 2007. 

• Many of the loans had several fraud findings such as fabricated asset statements, altered statements, 
income misrepresentation and one altered statement that is believed to have been used in two separate 
loans. 

• At month-end the team manager at the Loan Fulfillment Center (LFC) in Irwindale assigned exclusively 
to the Westlake loans would instruct his closers to fund loans prior to conditions being met with the 
understanding the Sales Associates would get them, the docs within 48 hours so the file could be sent 
keeping in compliance. 

• One Sales Associate admitted that during that crunch time some of the Associates would “manufacture” 
asset statements from previous loan docs and submit them to the LFC. She said the pressure was 
tremendous from the LFC to get them the docs since the loan had already funded and pressure from the 
Loan Consultants to get the loans funded. 

• All the Sales Associates stated that ■■■K and ■■■i <^id not instruct them to falsify docume ntation 
and just told them to get the loans funded with whatever it took. It is not clear that ■■■■iand WtKKth 
were aware of the cut and paste jobs on the bank statements. 

• The LFC Team Manager’s employment was terminated as was that of the Sales Associate that confessed 
to altering bank statements. It was decided to allow the remaining HLC and LFC employees to leave 
with the closing of their functions. 

• An additional SIOMM loan was added to the 12 loans originally referred as Early Payment Defaults 
where the property is in Florida and the bank statements were altered. This brought the total exposure to 
$24.3 MM. 


Describe Identified Control Breakdowns (Policy, Procedures, Etc): 

SIN report should be completed within five (5) business days after Investigator becomes involved in the incident. An update will be 
provided upon the completion of the Investigation or earlier if significant findings need to be communicated. 


Corporate Fraud Investigations 
rev. :^ 1/08 
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• The Home Loan Center (HLC) process allows the Loan Consultants to assign the tasks of originating the 
loans and acquiring documents to several Sales Associates that are paid a percentage of all the loans 
funded for each month, 

• Underwriting does not verify asset statements. The Proc^^rs verify the bank statements by just 
making sure the name on the statement matches that of the borrower and the balance reflects what was 
stated on the loan application. 

• The Processors are incented based on the number of loans they fund each month where the Underwriters 
are incented on the number of loans they see each day and not the number funded. 

• All loans out of the Westlake HLC are under the name ofVH^BBlihvhen he may not be the 
originator. Need to assign responsibility for the loans and place under the name of the originating Loan 
Consultant. A Sales Associate does not follow a loan through from start to finish. At month-end they 
work on any loan in the pipeline and no one Associate is responsible. 



Coiporate Fraud Investigations CONFIDENTIAL 

rev, 1/17/08 
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mmmmmmm = Redacted by the Pemtanent 

Subcommittee on Investigations 


Do not duplicate ot tfesMrtnate unte^ the recioierit has a need to know. 


Internal Investksative Report 

CONFIDENTIAL 


Date: 

May 27, 2008 

To: 

File 

From: 

Marilyn Harris 

Corporate Fraud Investigations 

Reference; 

Westlake Home Loan Center, No. 2120 

Irvine Loan Fulfillment Center - Westlake Team 
Loan Consultant 

Loan Consultant 

E||B LFC Team Manager 

Sales Associate 

Case #2008003334 


Summary of Investigation 

Our investigation began on April 1, 2008 following notification by Risk Mitigation regarding 12 Early 
Payment Default loans that were originated out of the Westlake Home Loan Center by the team oMBH 
■■■■k Loan Consultants. The loans had an exposure of $24. 3MM. The dates of 

the originations were between February and December 2007. Risk Mitigation’s review of the 12 loans 
discovered falsified asset statements, income misrepresentation and altered bank statements. The same 
asset statement would be used in loans for two separate borrowers with the name and address cut and 
pasted from the true account holder’s documents. 


Results of Investiaation 

• During the time frame in questionMBHiand MHihad a team of 14 Sales Associates that 
handled the loan throughout the process. The Associates were in contact with the customers, 
with the underwriters and processors at the Loan Fulfillment Center. They were the ones getting 
the conditioned documents to complete the loan package for funding. They also received a 
monetary incentive for the total dollar amount of loans funded each month that was equivalent to 
approximately 30% of their salary. 
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■ - Redacted by the Permanent 

_______,_SubconTmit^e^onJnvesti^ti^^ 


• The Irwindale Loan Fulfillment Center closed at the end of 2007 and the remaining employees 
were transferred to Irvine. There was a special team of Processors, Underwriters and Closers 
that handled the ■■■■■■■lift loans. That team was headed by Manager £^|||| 

• In an interview on April 21, 2008 T^^|adniitted he told his closers to flind loans at the end of 
the montli without the conditions stating the Sales Associates promised to get the conditioned 
documents to the LFC prior to the 48-hour deadline for shipping off the file. He, too, received 
compensation for the total numb^ of loans funded. 

• One Sales Associate, interview on April 24, 2008 stated there was 

tremendous pressure from the Lo^ Conailtants and from the LFC Team Manager to get the 
asset documents to the LFC because the loan was alre^y funded. She said it was too late to call 
the borrower, so the Sales Associates would take statements from other files and cut and paste 
the current borrower’s name and address. 

• stated that ■■■■ and ■■■■ were not aware of the shortcut procedures by the 
Associates and just told them to get the loans frmded, no matter what that took. She said the 
borrower was unaware of this practice. 


Conclusion and Recommendations 


EfllBTIHIs employment was terminated for the violation of the Code of Conduct. _ 
employment was terminated for the falsification of bank records. The remaining Sales Associate^ 
becm^ no c onfessions were obtained, were just let go due to the elimination of their positions. ■■A 
■■■H last day was on April 30, 2008 as their positions were also eliminated in 

the Bank’s reorganization. 


CC: Steve Stein 
Glenn Dekow 
Don Hagan 
Donna Krall 
Mike Provencio 
Carol Walker 
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From; Cathcart, Ron 

Sent: Tuesday, December 18, 2007 10:09 AM 

To: Meiby, Randy <randy,melby@wamu.net> 

Subject: Re: Employee HBLOC Fraud 


Yes pis. 

— Original Message — 

From: Meiby, Randy 

To: Cathcart, Ron 

Cc: Thoreson- Rogers, June C.; Snyer, Michele P. 

Sent: Tue Dec 18 06:59:47 2007 
Subject: RE: Employee HELOC Fraud 
Ron, 

You had originally asked to be informed of frauds over $5mm. Do you now want to see 
everything over $1mm? We are revamping our overall reporting process and will ensure that 
you are copied on all large fraud cases. 

Randy 

— Original Message — 

From: Cathcart, Ron 

Sent: Tuesday, December 18, 2007 6:51 AM 
To: Meiby, Randy 

Subject: Re: Employee HELOC Fraud 

I had asked that I be advised of frauds over $1m. This is not happenning. 

— Original Message — 

From: Meiby, Randy 

To: Cathcart, Ron 

Co: Thoreson- Rogers, June C.; Snyer, Michele P. 

Sent: Tue Dec 18 06:00:16 2007 
Subject: FW: Employee HELOC Fraud 
Ron, 

We are seeing an increase in HELOC frauds and some large cases in HL. Since we only 
investigate what is reported to us, we will need to work with Cheryl and her team to help with 
this trending. We will try and have a report prepared by early to mid January given the 
upcoming Holidays and the amount of manual trending that needs to be done. 

Randy 

— Original Message — 

From: Cathcart, Ron 

Sent: Wednesday, November 21 , 2007 1 1 :40 AM 
To: Meiby, Randy 
Cc: Feltgen, Cheryl A. 

Subject: FW: Employee HELOC Fraud 

Are we seeing an escalation of fraud in Home Loans. Pis provide a report showing trends. 
— Original Message — 

From: Meiby, Randy 

Sent: Wednesday, November 21 , 2007 1 1 :33 AM 
To: Cathcart, Ron 


Subject: Re: Employee HELOC Fraud 

This was an fyi only to let you know that we are working a potential HELOC fraud where the 
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loss could exceed $3mm. 


Randy Melby 
206- 500-4131 (w) 

206-BIHB(c) 

- — Original Message — - 

From: Cathcart, Ron 

To: Melby, Randy 

Sent: Wed Nov 21 1 1:29:46 2007 

Subject: RE: Employee HELOC Fraud 

I cannot read between the lines. 


From: Melby, Randy 

Sent: Wednesday, November 21 , 2007 7:39 AM 
To: Thoreson- Rogers, June C. 

Cc: Snyer, Michele P.; Dahl-Amundson, Debbie D.; Cathcart, Ron 

Subject: RE: Employee HELOC Fraud 

June, 

I realize that this is an ongoing investigation; however, please set up some time with Debbie 
and me next week to discuss the scope of the investigation and what w e are finding to date. 
Based on the information below, on what grounds was JfH| MjjjUllterminated? Was HR 
and ER involved in the termination process? 

Randy Melby 
Audit Services 
206-5 00-4131 (direct) 

206 -|mM(cell) 

CONFIDENTIALITY NOTICE: This electronic mail transmission may contain legally 
privileged, confidential information belonging to the sender. The information is intended only 
for the use of the individual or entity named above, if you are not the intended recipient, you 
are hereby notified that any disclosure, copying, distribution or taking any action based on the 
contents of this electronic mail is strictly prohibited. If you have received this electronic mail in 
error, please contact sender and delete all copies. 


= Redacted by the Permanent 
Subcommittee on Investigations 


From: Thoreson- Rogers, June C. 

Sent: Tuesday, November 13, 2007 6:54 AM 
To: Melby, Randy 

Co; Snyer, Michele P.; Dahl-Amundson, Debbie D. 

Subject: FW: Employee HELOC Fraud 
Importance: High 

FYi on a substantial HELOC fraud we began working on last week. This could get some 

attention since the losses will be in the millions. Gary and his team are working with 

employees in the HELOC area to track down all loans originated by the suspects involved, 

and determine if any are legitimate. I will keep you updated on the findings as they develop. 

June Thoreson-Rogers 

Division Manager 

Corporate Fraud Investigations 

206-377-4556 


From: Zavadil, Gary J. 
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■ = Redacted by the Permanent 
Subcommittee on Investigations 


Sent: Sunday, November 1 1 , 2007 3:29 PM 
To: Lansdon, Marcia L. 

Cc: Campbell, Christine A.; Garcia, Maria L.; Thoreson- Rogers, June C. 

Subject: Employee HELOC Fraud 
Background 

Recently Wamu received a forgery claim from a customer stating that a fraudulent HELOC for 
$250,000 was opened in their name and unauthorized advances were conducted. 

* The HELOC loan was originated at the Encino branch #1 579. 

* The HELOC loan file could not be located. 

* The HELOC advances were conducted at the Encino branch #1579 and the funds placed in 
a newly opened checking account. 

Investigation 
Los Felix:#1599 

* Our investigation deter mined that all of the withdrawals from the checking account were 
conducted by Sr. PFR "EHBR0' at the Los Felix branch #1599. 

* Mr. RBiwould go to different tellers stations and process the withdrawals himself, no 
customer was present. 

* Three additional HELOC suspicious HELOC loans fitting the same patte rn we re identified. 

* All of the loans were originate d at th e Encino branch by LPFR "A||iB q|||Pand 
approved/closed by the FCM "JflHM|Bm" 

* Mr. RJBwas interviewed on 1 1/07/07 and stated that he was doing the withdrawals per the 
request of a person named "rosie" who would send him a text message with the loan number, 
the Wamu account number and instructions on how is distribute the money to various parties. 

* Mr. RH claimed that he also opened some HELOC's and checking accounts at “rosie's'' 
request over the last 6 months. 

* Mr. Rjm indicate that he did not know the employees at the Encino branch that originated / 
closed the loans. 

* Mr. RB claimed that he never actually met "rosie however he did receive $500 for the 
activity, his employment was terminated. 

Encino: # 1579 

* LPFR, / 'JBB was interview ed on 11/08/07 and stated that his Manager "Jflii 
MHIIIIpi' introduced him to a 'T^Ba|KI|‘' who supposedly works for Wells Fargo and the 
loans were for people that did not qualify at Wells Fargo. 

* Borrowers would call him on the phone and provide him with their information for a HELOC 
loan an d he would process the loan. 

* Mr. stated that he would meet the borrowers only at the time of loan closing in the 
branch. The borrowers would come to the branch with their own notary. 

* Most of the HELOC's were for property outside of the branch area. 

* Mr. Of^clalmed that he received no outside compensation for processing the HELOC's. 

* Approx. 30 HELOC's originated at the Encino branch were identified by Mr. oilBi as 
having been referrals from T^BA|H||| 

stated that after the loans closed /funded he would give the file to FCM, “JflB 

* Mt- O Mis e mploym ent was suspended, pending termination. 

* FCM, JflB MIIB interviewed on, 1 1/08/07 and stated that he was not aware of any 
of the fraudulent activity, his employment was terminated, 

A total of 75 suspect HELOC loans have been identified (approved & in pipeline) and are 
being reviewed with a current outstanding balance of $3,318,101, 

Gary Zavadil 
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Sr. Manager 

Corporate Fraud Investigations 
Washington Mutual Bank 
626.291 .5829 direct - SISflBlBcell 
gary.zavadll@wamu.net 
This communication may contain privileged or other confidential information. If you have 
received it in error, please advise the sender by reply email and immediately delete the 
message and any attachments without copying or disclosing the contents. Thank you. 


Redacted by the Permanent 
Subcommittee on Investigations 
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9 WaWlu- 


SIGNIFICANT INCIDENT NOTIFICATION (SIN) 


DATE INCIDENT REPORTED 

INVESTIGATOR 

CR REGIONAL MANAGER 

05/01/2008 


Wakefield 

Bill Donnellan 

SUSPECT 


LOSS TVre 

F/C OR DEPARTMENT 



HELOC Fraud 

Sunnyvale HLC #769 

EXPOSURE 

LOSS 

CASE NUMKR 

LOCATION (City and State) 

$8,538,600.00 


2007004428 

Sunnyvale, CA 

DATE SIN COMPLETED 

REGIONAL MANAGER 

DIVISION EXECUTIVE 

05/15/08 


John M. Rsher 

J(^n W. Stewart 

CASL INFORMATION 


PRODUCT / BUSINESS LINE 

HOME EQUITY 

WERE HOLDS PLACED? 

N/A 

INTERNAL INVOLVEMENT SUSPECTED? 


Redacted by the Permanent 
Subcommittee on Investigations 


Summary: 

On 05/1/2008 CFI was referred information fr om Risk Mitigation related to suspect HELOC loans originated 
at the Sunnyvale HLC by Loan Originator (LO) Risk Mitigation was contacted by Sr. Loan Coordinator 

Sean Gaskin when he noted similarities in loan applications frwn this originator. Loans in Lam's pipeline and two recently 
funded loans were reviewed. Risk Mitigations review indicated that on each application the borrower stated they owned 
the property free a nd clear. The loans also contained a comment from the originator that only he could contact the 
borrower. Q||§Lf|was part of the recent reduction in force. His la^ day employed was 04/30/2008. 


Risk Mitigation reviewed 25 HELOC loans originated between 2/6/08 and 4/19/08 by Lam with a total exposure of 
$8,538,600.00. The review found that the boirowers indicated they owned the property free and dear when in 
fact existing liens were noted on the properties. The properties are located in California. Arizona and Washington. 


As of 5/15/2008 22 of the 25 loan applications have been terminated or dedined. Two (2) of the applications were 
terminated by Lam when he was informed the files were sent to Risk Mitigation for review. One (1) application is 
pending further underwriting review and two (2) loans funded. 


• Two loans were funded resulting in an loss potential of $500,000.00 

BorrowerflHHH|iB Ln# 792730699 obtained a $250,000 HELOC on property in CA valued at 
$440,000.00. Two existing liens were located totaling $555,1 16.00 placing WaMu in 3fd position. 


Bortower flHPpHIlHB Ln# 792777625 obtained a $250,000 HELOC on property in AZ valued at 
$644,000.0o!txjsting liens were located totaling $599,760.00 placing WaMu in 3"* position with iiens 
exceeding 100% of value. 


• Both and i|H|§issued checks to pflBi T \0from the proceeds of their loans. RfllBsJbids four 

(4) 1st Mortgage loans and two (2) HELOC's with WaMu with a total outstanding debt $1,350,190.00. Three (3) of 
these loans were originated by Lf^ Risk Mitigation is beginning a review of the 7 loans held by vi| All loans are 
currently perfonming. 

Describe Identified Control Breakdowns (Policy, Procedures, Etc): 

WaMu used vendor Servlcelink to obtain Abbreviated Title reports. These documents do not provide existing lien 
information on the subject property. On both funded loans when the originator was asked to verify debt on the borrowers 
credit report the originator indicated the debt was not linked to the subject properties. The loans were ultimately approved 
and funded. 


Update: 


SIN report should be completed within five (5) business days after Investigator becomes involved In the incident. An update wilt be 
provided upon the completion of the inveMigation or earlier if significant findings need to be communicated. 

Cwporate Fraud Investigations CONFIDEfiTIAL 

rev. 2/1/08 I Permanent Subcommittee on Investigations! 

I EXHIBIT #32b I 
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Option ARM Focus Groups - Phase li 
WAMU Option ARM Customers 


Section 1 introduction and Objectives 


Home Loans & Insurance Services wanted to explore ways to increase sales of Option 
ARMS, Washington Mutual's most profitaMe mortgage loan products. To date, Strategic 
Market Research has completed two phases of this study, with more to follow; 

• Phase i of the research Involved fcwr focus groups held among Washington Mutual 
Loan Consultants and external Mortgage Brokers to understand their perceptions of 
Option ARM sales. The results of Phase I of the research are summarized in a 
separate report (a video summary of the groups is also available). 

• Phase II of the Option ARM study - which is toe focus of this report, Strategic 
Market Research conducted four focus groups among current Washington Mutual 
Option ARM customers to better understand how they felt about their loans. The 
specific purposes of Phase li were to: 

• Determine what makes Option ARMs appealing/unappeaiing for consumers 

• Understand how Washington Mutual could better position, market, or enhance 
this product line to increase demand 

• Discover customers' hot buttons for this product line 

• Identify any other issues relevant to the sales and marketing of Option ARM 
products 


The key learnings from Phases ! and li will be used to develop concepts and positioning 
statements to be used in Phase III of this project, which will consist of 8 focus groups to 
be held among genera! mortgage borrowers, who may or may not be WaMu customers. 
The report for Phase ill will be available by 9/10. 


Methodoloov 

Four focus groups were held August 12"’ and IS"*, 2003. Two groups were held in 
Schaumburg. IL and two were held in Orange County, CA. There was a total of 31 
participants (17 males/14 females), and ail groups were moderated by Kevin Jenne from 
WaMu’s Strategic Market Research group. The schedule of groups is shown below. 


Date 

August 12, 2003 
August 12, 2003 
August 13, 2003 
August 13. 2003 


Partieioants participants) 
Option ARM customers (8) 
Option ARM customers (8) 
Option ARM customers (8) 
Option ARM customers (7) 


Place 

Schaumburg. IL 
Schaumburg, IL 
Orange County. CA 
Orange County, CA 


Data from qualitative methods such as focus groups are based on small samples, and 
are descriptive in nature, without attempting to provide a statistical or quantitative 
assessment of the prevalence of opinions expressed. These data are best used to give 
a detailed snapshot of why people feel the way they do, rather than the number of 
people who feel that way. 
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Section 2 


Conclusions & Recommendations 


• in general, people do not seem to have a good understanding of their mortgage and 
its terms. What understanding tfiey do have is framed by the context of a 30-year 
fixed mortgage. Option ARMS are very complicated and need to be explained in 
simple, easy to understand terms. Prospective borrowers need to be educated 
about the loan - this is not a product that sells itself. 

Providing salespeople v,nth mcwe fraining and simple sates toots that help illustrate 
the Important points of the Option ARM will make It easier for them to educate 
prospective borrowers and sell the lo^. 

• Customers tend to view their Option ARM as a loan of last resort. Whether explicit or 
implicit, loan consultants and brokers need to move away from positioning these 
loans as “the only one you can qualify for.” 

• Borrowers want peace of mind with respect to their mortgage. Helping prospective 
boiTowers understand payment and interest rate caps may mitigate fears of wild 
monthly payment swings 

- Similarly, fears about negative amortization, a concept also not very well 
understood by participants, could be reduced or eliminated by showing how 
much residential properties in the local market have appreciated over time. 

• Many borrowers do not understand that Option ARMs are 30-year mortgages -- and 
names like Flex 3 or Flex 5 do nothing to help foster that understanding. The 
mindset of Option ARMs as short-teim fixed-rate mortgages needs to shift to one of 
Option ARMs as a long-term financial tool, whose rate w!l automatically shift 
downward in falling rate environment and save thousands in refinancing costs over 
time. Borrowers also do not seem to understand the costs of continually refinancing 
their existing mortgage to a new 30-year term. 

• Self-emploved individuals and individuals undergoing a significant life change, such 
as divorce or retirement, may represent an undeserved mortgage niche. 

- For these individuals, low doc and payment flexibility are key selling points 

• Having the ability to make payments online may help solidify relationship between 
the borrower and Washington Mutual 
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Section 3 


Executive Summary of Findings 


The followng summary lists the main fincfings from frw research. 

• Few participants fully understood frte Qpticm ARM artd its kev benefits , A number of 
them were not familiar with Uie payment options or how tiiey could be used. 

Additionally, most did not understand how their interest rate was derived, how often 
their payments svould change, and vrftat. If any, were the interest and/or payment 
caps. 

• Participants generally chose an Option ARM because it was recommended to them 
by their Loan Consultant or Mcwtoaoe Broker , rather than actively having actively 
sought it out. This finding confirms some of tee learning from focus groups and 
underscores the importance of the loan consultanfcljroker in the process. 

• Perhaps the best selling point for the Potion ARM loan was being shown how much 
tower their monthly payment would be by choosing an Option ARM versus a fixed- 
rate loan. 


The second-most important soling point was payment options . For loan consultants 
and brokers, discussing payment options is particularly important \Mien speaking 
with people whose montely income fluctuates, those v\+io may be less stable 
financially, or retired people who want to keep their house and need to increase their 
monthly disposable income. Many participants considered having payment choices 
a very appealing and important benefit. 

interestingly, those familiar with the payment options liked having the payment 
flexibility, even though some always made the full principal and interest payment. 
Individuals whose incomes fluctuated from time to time seemed to be the ones most 
likely to take advantage of the various payment options. 

• Many participants did not know what happened to their loan at the end of the fixed 
interest rate period . Most of teem assumed they would have to sell or refinance 
because of a potential balloon payment or a steep jump in their payments. Because 
of these misperceptions, most participants expect to refinance their loans within the 
next three to five years. 

• Despite their lack of understanding about these loans, participants were almost 
universally happy with their loan choice as tee Option ARM gave them lower 
payments, more cash in their pockets, and helped some of them keep their homes 
during periods of financial difficulties. 

• The lower interest rate , abiiltv to qualify , and length of time they expected to keep the 
loan were the primary drivers of the participants’ Option ARM purchase decision. 

• For some, the Option ARM was a toan of last resort - they were unable to qualify for 
a fixed-rate purchase or refinance mortgage. 
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• For almost ai! of the participants, tiie fixecFrate mortgage is still the mortgage of 
choice - the "gold standard" so to speak - ftw people who are going to stay in their 
homes. 

• Low doc was an attractive aspect of Ste Option ARM product for a few of the 
participants, especially those who were ^If-employed. 

• Suggested names for the Option ARM : Several suggestions were made, and most 
contained the word "flexibility." They felt ttis word described the loan and its 
payment options. 

• Suggested improvements fca* the Option ARM : Bi-weekly payments, allowing online 
payments, and having a skip payment option were ^1 briefly discussed and had 
moderate appeal. 
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Section 4 


General Analysts 


Reasons for Selecting an Option ARM 

Option ARMS can be an appealing mortgage aitemative for many different types of 
people with different life situations , Diaing the groups, participants discussed factors 
that contributed to their decision to obtain an Option ARM. Listed below are some of the 
life situations that contributed to partidpants' dKMce of an Option ARM; 

• First-time homebuyers who planned to be in their home for a short time 

• Individuals who were not concem«J about paying down their prindpal 

• People with significant life changes sudi as divorce or unemployment 

• Commission-based employees whose incwrte fluctuated from month to month 

• Older homeowners who wanted to access some of the equity in their home 

• individuals who couldn't qualify for a fixed-rate loan 

• People who were aggressively seeking the best rate and payment, and were 
willing to refinance often to get them 

• Multiple property owners who consolidated two mortgages into one with a lower 
payment 

• People who experienced temporary difficulty in meeting their monthly obligations. 

7 could either get this loan or sen the house. ” 

■ WAMU Option ARM Customer 

When participants initially svent to talk to a loan consultant or mortoaoe broker, most 
knew little, if anything, about Option ARMs. Most of the participants chose an Option 
ARM based on a recommendation by a loan consultant or brewer, after he/she had 
reviewed their personal financial situation. One of the keys to selling more Option ARMs 
seems to be having the loan consultant or broker develop a good understanding of the 
financial needs and objectives of prospective borrowers to determine the best mortgage 
fit. The bottom line is that most customere choose an Potion ARM because someone 
has taken the time to understand their personal situation and has determined that the 
Option ARM is the best choice. 


"Need to Know” Information for Choosing an Option ARM 

The Option ARM is a complex financial product with many facets. Focusing on the right 
"need to know'’ information is aitical to developing more Option ARM sales. Participants 
seemed easily overwhelmed by the product details. 

"My broker told me it was the best rate out there and to take it since I 
wasn't planning to be there that long" 

- WAMU Option ARM Customer 
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The three critical pieces of informatlOTt t>on'<wers understood about their loan seemed to 
be: 

(1) It is an adjustable rate mortgage with a fixed interest rate for some period 
of time and a pre-payment penalty - however, borrowers did not 
necessarily understand that it Is a 30 year loan 

(2) The interest rate and paymente are less than those for a fixed-rate 
mortgage 

(3) These loans don’t r^uire lot of paperwork if they choose the low doc 
option 

Many participants mentioned that, if they planned to be in a home for a long time, they 
would prefer a fixed-rate loan. Perhaps ttten. the most important question to ask a 
prospective borrower is "How Iona do you plan to be in your home?” In many cases, if 
the answer to this question is less than five years, the Option ARM may be easier to sell 
than if the answer is more than five years. 

“Fixed is the only way to go if you are not planning on refinancing or moving at any time. 

You want to lock It m and have a great rate. " 

- WAMU Option ARM Customer 

Because of its appeal among self-employed individuals and others v\hose income is 
subject to fluctuation, a key follow-up question might be “Are your income and expenses 
fairly stable or does they fluctuate from monfh-to-month? 

Participants lacked clarity on what happens to their loan after the fixed period ends. 

After this period, nearly everyone had the perception they would either have to refinance 
their loan, make a balloon payment, or sell their house. Some participants thought that 
their interest rate would increase significantly at frie end of the fixed period. Others 
thought the whole loan had to be paid off in five years. In particular, participants who 
had a Flex 5 considered their loan to be a 5-year fixed-rate loan. Many had no idea they 
would simply have an ARM after 5 years. Regardless of their perceptions, however, 
nearly all participants planned to pay off this loan by sometime within the next two to five 
years - either by selling or refinancing. 

"It’s really scary to me what's going to happen in 5 years. ” 

- WAMU Option ARM Customer 


“Something tem'Ne happens in 3 years. ” 

• WAMU Option ARM Customer 

Beyond understanding the loan was good for short-term needs, understanding the rate 
and payment was very imocxtant to these ifKjividuals. In particular, understanding how 
the initial low interest rate afforded by the Option ARM saved them money vis-^vis 
those for a fixed-rate loan, was a critical selling point for these loans. 

Many participants also seemed to appreciate the flexibility and safety the payment 
options afforded them. Interestingly, even though they had different payment choices 
each month, many chose to consistently make the same payment. Some chose to 
always make the 30 year payment; others added a few hundred dollars to the interest 
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only payment. Most mentioned that tftey felt good being able to pay a portion of the 
principal each month because it seemed to be ttie right filing to do. The following 
paragraphs describe how the Option ARM and payment options were explained and sold 
to some of the participants. 

• Among those who planned to be in thar h^ne for only a year or two , choosing a Flex 
3 or Flex 5 was almost a “no twainer" once it was explained to them, although none 
of them knew these product names. Most considered these to be short-term fixed- 
rate loans, and currently the interest rates fw these loans are significantly less than 
30 year fixed-rate loans. 

• People who weren't planning to pay off ttteir toan liked the interest-only payment 
option as this was considerably less Uian the ftjll principal and interest payment for a 
30-year fixed-rate loan. This qDtion gave thm more cash in their pockets each 
month and allowed them to pay off bills or use the extra cash for other things. They 
also liked having the ability to choose to pay some of the principal if they wanted, but 
it was not required, 

• Participants whose monthly income fluctuated ch- who were not in a stable financial 
situation liked the payment flexibility. If somettwng catastrophic happened (lost their 
job, etc,), they could make the minimum or interest only payment and not have to 
worry about losing their home. They understood that redudng payments when times 
were tough was not an option w/ith 30-year fixed-rate loans and the penalties for 
doing so are high. 

Participants also stressed the importance of explaining things in easv-to-understand 
terms. This point was also made by the Mortgage Brokere and Loan Consultants during 
Phase 1 of the research. 

"Try and make it understandable in layman's terms" 

- WAMU Option ARM Customer 


Secondary Loan Details - Not Part of the Purchase Decision 

While all participants felt that they understood the rate and payment terms, they were 
less diligent about understanding some of the other aspects of their Option ARM toan. 
Some of the specific terms and conditions fiiat these customers had little or no 
awareness of included rate/pavment caps, the index from which their interest rates are 
derived, and negative amortization. 

How much information the mortaaoe brokers and loan consultants provided to these 
customers cannot be objectively determined but enough was given so that the borrowers 
were able to reach an acceptable comfort level for the Potion ARM loan. After 
discussing these topics, many participants seemed to realize how little they really knew 
about these loans and wanted more education about less the familiar aspects and terms. 

‘I'm a little nervous about H. I have this feeling of impendir^ doom .. .it’s almost too good 
to be true. " 

■ WAMU Option ARM Customer 
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Rate/Payment Caps: Many partidpante toiew there was a lifetime interest rate cap on 
their loan but most could only guess as to how much. Some thought it was around 8% 
and otfiers thought it was about 12%. Several pec^e mentioned an annual rate cap, but 
once again, most really didn't knwv how much this was. Most guessed that it was one or 
two percent. 

Nobody in the groups mentioned annual payment caps. \Mten they were asked directly 
about this, a few said the payment increase was limited by the amount the rate can go 
up. No one seemed to understand that fte payment cap and the interest rate cap are 
different. For some consumers, understanding the payment cap may be an important 
way to mitigate some of the concerns and mlsp^ceptions about the periodic adjusts in 
payments. 

In general, the partidoants seemed relieved to know they were somehow protected from 
potentially skyrocketing interest rates, even if they weren’t sure exactly how high the 
rates could go, or how their protection \yorked. 

Additionailv, most participants did rwt seem to be aware that their payments were only 
adjusted annually - not v\^en the interest changed. This lack of awareness about 
payment changes also indicated that they probably did not know that an increase in 
interest rates could also result in some negative amortization. 

Index: Only a couple of people had any idea how the interest rate on their loan was 
determined. Most either had no idea, cx simply speculated as to how they thought it was 
calculated - one woman was convinced her mortgage interest rate was tied to the Nikkei 
index. But for the most part, there were a lot of blank looks from participants when this 
topic was introduced. VWien the moderator described how the rate was calculated, they 
were able to understand that it was based on a moving average, which made the rate 
less vdatile. 

Showing prospective borrowers how the index has histortcaily performed, and its 
stability, may be an important key to raising the acc^tance of this type of ARM and 
reassuring them that the interest rate is not historically volatile and does not change 
quickly. 

Pre-Payment Penalties; Many of the participants had one-year pre-payment penalties 
on their loans and seemed to have little ccwicem about it. Those borrowers who had 
three-year penalties were a little nervous about the penalty should they need to sell or 
refinance sooner than expected. 

Negative Amortization: Several participants mentioned negative amortization during 
the groups, but most were not very dear on what it was . One or two called it “reverse 
amortization.” Some thought that if they made interest-only payments, the balance of 
their loan would go up. They often retired to this as “tacking it on at the end." They 
generally thought that negative amcxtization was a moderately or very bad concept. The 
idea of making minimum or interest only payments made many people a bit nervous and 
they didn’t like the feeling of ''falling behind." Most felt that ‘falling behind" was 
something to avoid. No one mentioned that price appreciation would likely overcome 
any negative amortization - particularly in Southern California where real estate prices 
have increased substantially over the past several years. 
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Drawbacks To The Loan 

Partidpants were almost universally happy vwtti their loan choice as the Option ARM 
gave them lower payments, more cash in tfieir pockets, and in two cases let divorced 
women save their homes. When asked abrxjt drawbacks to the Option ARM, few were 
mentioned - Most concerns centered around tiie possibility of interest rate increases and 
subsequent increases in their monthly payment. A few mentioned that the interest rate 
could go higher than fixed-rates; some dicki’t that payments could increase after five 
years. And for others, a misperceptiw that the payment could change every month was 
unnerving. Some participants stated mjtright ttiat the ioan was not good for the long- 
term. 


Suggestions for improving the Option ARM 

Biweekly Payments: Some b<x-rov\«rs thought we currently offer this option and they 
weren’t necessarily clear on whether a fee is charged for ^is payment structure. They 
understood the benefits once they w^e explained by other participants, but someone 
pointed out in each group that if fees are charged, they would be better off just paying 
that additional amount directly themselves. 

Online Payments: At least one person in each group indicated they'd like to be able to 
make their payments online each month. Because Option ARM customers can choose 
their payment amount each month, hawng an automatic recurring withdrawal doesn’t 
necessarily work well for them. They contrasted Washington Mutual vwth their utilities 
and other companies, with whom they can pay bills directly. This proposal had 
moderate appeal. To some, it sounded like something Washington Mutual should simply 
offer, as everyone else already does. They viewed this not a competitive advantage, but 
just keeping up vwth the times. 

Skip Payment Option; Initially, participants were very skeptical about this feature. 

After a good deal of discussion and drawing on life illustrations such as their experience 
with credit cards, they began to understand where they might benefit from such a skip 
option, but they would be very cautious about using it. Again, they talked about money 
being “tacked on at the end,“ and thought this option would really cost them in the long 
run. Having an option iike this could potentially be “nice to have” but no one was really 
clamoring for it, and many had considerable misgivings about this option. It could be a 
tie-breaker between two identical loans, but isn’t likely to sen/e as a major selling point. 
Other Suggestions: A few other suggestions were voiced but not discussed much due 
to time constraints. One suggestion was to have the option to convert the loan to a 
fixed-rate loan after three years. Another idea was to have a referral program for 
customers where they get money for referring friends who get loans. Finally, the last 
suggestion was to offer a discount on loans for being a return customer. 


Suggested Names for the Option ARM 

At the conclusion of each group, participants were asked to brainstorm for new names 
for the Option ARM loan. For the most part, relatively few ideas emerged, but the one 
word that consistently surfaced during the discussion was “flexible." Many people liked 
the idea of this word being part of the name because they felt it accurately described the 
loan and its payment options. Several of the suggestions incorporated this word or a 
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variation of this word into the name. The suggestions mentioned {listed in alphabetical 
order) were; 


Chinese Menu Loan (because ytMJ 
can choose what you want) 

• Fiexipay 

Easy Flexible Adjustable 

• Flex Plan 

Flex ARM 

• Less Stress Loan (based on being 
able to choose to make a lower 
payment if a difficult financial 
sitijation came up) 

Flex-ability 

• Variable Option Loan 


One clever participant came up with a potential slogan for the loan: 

■We at Washin^n Mutual flex our ARMs for you. ” 

- IVas/i/ngron Mutual Option ARM Customer 
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Option ARM Focus Groups - Phase I 
W AMU Loan C<»{sultants and Mortgage Brokers 
David TeaJ 
Au^st 14, 2003 
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Option ARM Foci» Groups - Phase I 
W AMU Loan Consultants and Mortgage Brokers 
David Teal 
August 14, 2003 


Section 1 Introduction and Objectives 

Strategic Market Research conducted four focus groups to explore what Washington Mutual could do to 
increase sales of Option ARMs, our most profitaWe mortgage loan. All participants had sold Washington 
Mutual Option ARMs, and were either Washin^on Mutud Loan G>nsultants, or external Mortgage 
Brokers, These groups will be followed by customer focus groups (Phase II), and supplemented with 
more research as needed , The specific puiposes of Phase I of die research were to ; 

• Detennine ways Washington Mutual could increase s^s of Option ARMs 

• Understand what t>pes of people are most likely to get these t>pes of loans 

• Discover how successful salespeople position these loans 

• Identify obstacles to selling these types of loans 


Methodology 

Four focus groups were held July 22”^ and 23^^, 2003 in the Los Angeles area. Two groups w'ere among 
Washington Mutual loan consultants and two were among extern^ Mortgage Brokers. There were a total 
of 19 participants (15 males/4 females), and all groups were moderated by Kevin Jenne. The schedule of 
groups is shown below. 


Date 

July 22. 2X3 
July 22, 2X3 
July 23, 2X3 
July 23, 2X3 


Participants lit participants! 
WAMU Loan Consultants (6) 
Mortgage Brokets (4) 

WAMU Loan Consultants (6) 
Mortgage Brokers (3) 


Place 

Los Angeles 
Los Angeles 
Los Angeles 
Los Angeles 


Data from qualitative methods such as focus groups are based on small samples, and are descriptive in 
nature, without attempting to provide a statistical or quantitative assessment of the prevalence of opinions 
expressed, These data are best used to give a detailed snapshot of why people feel the way they do, rather 
than the number of people who feel that way. 
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Section 2 


Executive Summary 


The following summary lists the main findings fromtiie re^arch. 


• Option ARMS are sold to customers and few walk through tfte door and ask for them. People selling 
these types of loans must be able to: 

(1) Understand the features and benefit of Option ARM loans 

(2) Identify people who can benefit fiom the flexibility offered by die product features 

(3) Have the desire to sell the {Hoduct 

(4) Be able to effectively communicate how the Option ARM can benefit customers, given each 
customer’s unique financial sibialion 

• If salespeople don’t understand Option ARMs. diev won’t sell them. Many felt that more training 
would be needed to better educate salespeople about diis type of loan, and to change the mindset of 
current Loan Consultants. Some felt there were many within Washington Mutual who simply felt 
these loans were “bad” for customers, probably from a lack of understanding the product and how it 
could benefit customers 

• It is critical that salespeople fully understand a customer’s financial situation and motivation for the 
loan. By taking into account these factors, they can recommend the loan that will best fit their 
customers’ needs. Given today’s low interest rate environment, it can be challenging to get 
salespeople do take the time to do this. Cuircntlv. h is easier for them to give customers what they 
ask for fa 30 year fixed lozml than to sell them an Option ARM. They can take 20 minutes and sell a 
30 year fixed-rate loan, of spend an hour to'ing to sell an Option ARM. 

• Commission caps make it unappealing for Mortgage Brokers to sell Washington Mutual Option 
ARMs. Most would not sell loans to customers with prepayment penalties, and given the low 
commission rate for selling them without the prepayment penalty, many simply go to another 
company or product where they make more money. 

• Slow ARM arocessine times (up to 90 davs) can cause Mortgage Brokers to take business elsewhere. 
They would rather not expose their customers to the risk ofmissing a closing date, especially since a 
lot of their customers provide them wifli repeat business. 

• Improving ooliaterai would help salespeople better explain Option ARMs to customers and take awav 
some of the mvsterv. This could be in the forni of Excel worksheets which show how ARMs and 
fixed-rate loans compare. They also would like improved brochures which talk to the customer in 
simple, easy to understand tenns about features and benefits. TTtey liked the current sample 
statements they are provided. 
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Section 3 


General Analysis 


How to Successfully Sell Option ARMs 

Most participants felt that Option ARMs are sold to customers and that ven^ few people simply walk 
through the door and ask for them. Customere typically choose an Option ARM because the mortgage 
broker or loan consultant takes the time to understand 4eir financial siOiation, understands the products 
they sell, then communicates to the customer how an (^>tion ARM might be a good choice for them. This 
being said, it is important for people selling these types of loans to be able do the following things : 

(1) Understand the features and benefits of Option ARM loans 

(2) Identify people who can benefit firom die flexibility offered by the product features 

(3) Have the desire to sell the jwoduct 

(4) Be able to effectively communicate how the Option ARM can benefit customers, given each 
customer’s unique fintmcial situation 


Training Issues 

All of tile focus group participants demonstrated success selling Option ARM loans. It was apparent as 
tile groups progressed that these people understood the complex facete of the loans, and understood how 
to identify’ customers who could best make use of them, particularly Lo^ Consultants who came from 
Home Savings. Universally, everyone felt tiiat if salespeople didn’t understand Option ARMs. they 
wouldn’t sell them . 

Many participants said they knew co-woikers who didn’t believe in Option ARM loans, and who 
wouldn't sell this type of product because they deemed it to be “bad” for customers. Their co-woiicers 
just couldn’t understand why someone would ever want to purchase a loan which could yield negative 
amortiaation. Simply put, these people don’t understand the benefits of tiiis type of loan, and don’t 
understand how this could be a good tiling for a customer. Improving training for Washington Mutual 
Loan Consultants is a must to increase sales of the product through this channel Training for external 
brokers could also be improved, however, compensation seemed to be a larger issue with this group 
(compensation for brokers is discussed later in this report). 

"A lot of (Loan) Consultants don't believe in it (Option ARMs) and don't think its good for the customer. 

You 're going to have to change the mindset for a lol of the cotisuliants that are on board. ” 

- WAMU Loan Consultant 

When asked how they would like to receive training regarding Option ARMs, Loan Consultants 
mentioned they would like to have a trainer come visit their Home Loan Center from time-to-time to give 
half-day seminars. They also mentioned that this type of training might work well for all types of things. 
They felt that ongoing training in the HLC would be more convenient than if they had to travel to a 
central location for training. They also liked this idea because it would allow them to spend the other half 
of their day in the office tending to their business. Besides the improved convenience for them, tiiey felt 
this could be more cost-effective for the company. 

Specifically regarding Option ARMs, m^y felt that during training, not only should the features and 
benefits of the products be talked about, but they want the trainer to provide real-world examples of 
reasons people would want to get an Option ARM . They indicated that too many times, trainers simply 
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teil them about product features, without giving them addititmal real-worid examples that can help them 
“sell” the product. One Loan Consultant suggest tiat to identify employees who could use more 
training on Option ARMs, they could be given a test whidi asked questions such as the following; 

"An elderly ladywith a low, fixed incemte needs to choose a mortgage loan that will best meet her needs. 

She could gel a fixed-rate loan with a monthly payment of % 1, 400, or an adjustable rate loan with a 
payment of $1,100. Which loan should you sell her?" 

While this is a simplistic example, a similar approach could be used to identify employees that could use 
training on a particular topic. 

Another separate but related issue mentioned was that some of the loan consultmits don’t know when or 
where training is taking place. Several wanted to know how to find out what training W'ashington Mutual 
offered, and where it was located. This topic was not discussed in depth. A few also mentioned that 
while they were aware of computer-based training was available, only a couple had used it and they 

thought it was too long. 


Identifying Potential Option ARM Customers 

Loan Consultants stated that Option ARMs are not for everyone. Specifically, they mentioned that ARMs 
are not necessarily the best choice for people who are planning to be in their home for a long time. For 
these people, being subjected to inter^t rate fluctuations for a long time can prove to be risky. That being 
said, identifying potential customers who could benefit from Option ARMs is critical to sales success . 
From a customer’s point of view, the two primary benefits they can realize by choosing an Option ARM 
are: ( 1) the multiple monthly payment options allow for minimum and interest-only payments, and (2) 
they are able to qualify' for a larger loan than if they used a fixed-rate mortgage. Participants indicated 
that slightly more of their customers tend to choose an Option ARM because of the payment options, 
rather than to qualify' for the loan. 

In order to successfully sell Option ARMs, it is critical that a Loan Consultant understands a customers 
financial sitoation and motivation for the loan They said that understanding the following types of things 
will help them make good product recommendations; 

- Does their monthly income fluctuate? 

' Age 

- Monthly bills 

- Outstanding debt 

- Is the loan for rental or investment property? 

- Do they have a business? 

- Will they qualify for a fixed-rate loan for the amount they need? 

Are they concerned with paying off their loan? 

- How long are they going to be in their home? 

"If the iMin Consultant doesn '/ ask the right questions, you 'll never know what that person (the customer) 
is willing to do. ” 

• WAMU Loan Consultant 

During the groups, many examples of reasons customers choose an Option ARM were mentioned, While 
not all inclusive, the following is a list of die most commonly given examples: 

• People who have monthly income fluctuations such as seasonal workers or tiioso who are paid on 
commission can make minimum or iniercsi-oniy payments in the months where they have less 
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income. Then they can make !aigerpayn«nts in months where they have higher income. This 
payment flexibility can be a real benefit, whereas with fi?ffid-rate loans they would have to make 
the same monthly payment regardless of their income, causing serious cash flow problems. 

• If someone is buying investment property and knows they will resell it within a few yeare, being 
able to make minimum or interest-only j»yments can be a real advantage. Using the Option 
ARM for this purpose means they will nc^ have to fay down the principal which would be 
required using a fixed rate loan. To the buyer diis gives two benefits: (l)they can keep more 
money in their pocket each month while Ae fwoperty appreciates, and (2) since the loan is only 
for a few years, they will have a lower interest rate compared to a fixed-rate loan which will save 
them money. 

• If someone is buying rental propertv, having Ae option to make minimum or interest-only 
payments can be beneficial as vacancy rates fluctuate. In monAs where vacancies may be higher, 
Aey can choose to make minimum or intere^-only payments. Then when vacancy rates decline, 
Aey have Ae option to additionally make principal payments. 

• Option ARMS can be good choices for elderly people who want to have more money to live on 
each monA, Many people past retirement age have a fixed income. By refinancing wiA an 
Option ARM and making minimum or interest-only payments, Aey can have more money 
available to live on, because Aey are not having te make principal payments as Aey would have 
to do wiA a fixed-rate loan. TTie net result is that while Aey are not paying down Ac principal on 
Aeir residence, Aey have more money to live on. Since Aese homes have generally appreciated 
over Ae years and have partially paid-down loan balances, older homeowners can still leave 
substantial value to Aeir heirs. 

• People who have a laitre amount of debt (such as credit card debt) can benefit from Option ARM 
loans as they can choose to make minimum or interest-only payments, which also can allow Acm 
to pay down Aeir oAer debt at Ae same lime, if Aey were usmg a fixed-rate loan, Aey would 
not be as able to do Ais because Aey would be required to make principal payments each monA. 
Washington MuAal also has more flexibility on underwriting sriuidards for Aese portfolio loans 
Aan Aey would on fixed-rate loans, whidi are sold on Ae secondary market. 

• By using an Option ARM, borrowers can qualify for a laiger amount Aan Aey could using a 
fixed-rate mortgage . This allows people to “buy more house” than Aey could using a fixed-rate 
loan, and also can benefit people wiA credit challenges. Also of note, it was mentioned Aat 
credit requirements are less stringent on Option ARMs compared to fixed-rate loans, because Acy 
arc retained in portfolio. 

• For people wh o are not concerned with paving off Aeir loan. Option ARMs can be a good choice. 
Many participants mentioned that making minimum or interest-only payments is appealing for 
Aosc who know they will refinance, or who will only be in a house for a few years, Even if Aey 
are making full principal & interest payments, Aeir interest rate will be considerably better Aan a 
comparable fixed-rate mortgage. 

Salespeople Must Have the Desire to Sell Option ARMs 

The third requirement for selling Option ARMs is that salespeople must have Ae desire to sell Ae 
product. This is a multi -faceted issue Aat includes compensation, geAng salespeople to “sell” loans 
raAer than just take orders, turnaround time on loan processing is slow, and salesperson traming (whicii 
has already been discussed). 
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Mortgage Broker Compensation 

Mortgage brokers indicated they would sell producte that met their customers’ needs, and that would 
maximize their personal income. Most would sell products to customers with prepayment penalties 
because they were concerned about their own image, mid because fliey get so much repeat business that 
they will not see the customer again during die prep^ment pointy timeframe. A few mentioned they get 
repeat business as often as once or twace ^ch year from die same customer. Of note, prepayment 
penalties seemed to be of lesser concern among Loan Consultants. 

Considering that die mortgage brokers said they reluctant to ^11 loans with prepayment penalties, 
they also complained that when they sell WAMU Option ARMs widiout a prepayment penalty, there is a 
commission cap of 50 basis points. If they die loan with a prepayment penalty', their commission rate 

would be higher, but nearly everyone indicated they were not willing to do this. Hie net result of diis is 
that (1) given the low commission rate for selling without the prepayment penalty, and (2) their 
unwillingness to sell the product with a prepayment penalty, many brokers simply goto another company 
to get a loan where diey can make more money. 

Loan Consultant Compensation 

Loan Consultants indicated they were paid the same amount whether they sold a fixed-rate loan or an 
ARM. When asked if we should compens^ them more for selling Option ARMs th^ 30 year fixed-rate 
loans, there was some concern that this could cause sdespeople to “steer” customers into whichever 
product they were best compensated for. The current compensation model, coupled with the low interest 
rate environment and the relative ease of selling a customer a 30 year fixed-rate loan (discussed below) 
adds to die challenges of selling Option ARMs. 

Sell Loans, Don V Just Take Orders 

"You ‘re not selling like you used to. You are an order-taker. " 

• IVAMU Loan Consultant 

It is easier to give customers what they ask for (a 30 year fixed loan) than to sell them an Option ARM. 
Many participants noted that given today’s low rates on fixed-rate loans, when customers walk in the door 
and want a 30 year fixed-rate loan, ftiey can spend 20 minutes widi them and give them what they want, 
or spend an hour with them trying to sell them an Option ARM. Since Loan Consultant compensation is 
the same for both loans, and they have more business than they can h^dle, it is easier for them to simply 
sell the customer what they ask for. 


"Our position is to educate the horrowers.-so many people Just give the customer whai they ask for. " 

- IVAMU Loan Consultant 


Improving Turn-Around Time for Loan Processing 

Mortgage brokers in particular were unhappy with Washington Mutual’s tum-around time for processing 
ARMs. While this w'as secondary in importance to the compensation issue, they indicated that turn- 
around did contribute to their decision to send business elsewhere. While not just limited to Washington 
Mutual, they said that because of the lock-in period for rates on fixed-rate loans, these were processed 
before adjustable-rate mortgages. This caused processing for ARMs to lag and take up to 90 days at 
WAMU. 

The result of slow processing was that they were less likely to take a chance using Washington Mutual for 
ARMs because they felt we may not be able to meet some closing dates. They also mentioned that tliis 
was typically more of a problem for new purchases than for refinances. They would rather take the 
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business elsewhere and not expose their cu^Muer to liw risk of missing the closing date . Their amount of 
repeat business also contributed to their ccmcems r^arding this issue. 

Image Concerns 

Mortgage brokers voiced slight concerns that when selling ARMs, if they recommend one to customers 
and interest rates increase significantly, this could reffect poorly on them and they would probably lose 
fiiture business from that customer. While this topic was not discussed much, it could be something to 
think about when producing training programs or collateral materials. Providing training regarding this 
may help them address this issue, ensuring that customers understand die choices they are making, so they 
don’t lose face with the customer who feels they were guided into something they di<hi’t understand. 


Effective Communication With Potential Custwncrs 

An important facet to selling Option ARMs is to ef&ctiwly communicate to the customer why an Option 
ARM would be a good loan choice for them, and to overcome objections they may have to this type of 
loan. This can be done through training and the use of collateral materials. 

“The mindset of individuals that come in to see you is...My parents had a fixed rate loan, I have to have a 
fixed rate loan, and that 's it, no further discussion. " 

- WAMU Loan Consultant 


Overcoming Objections to Option ARMs 

Participants mentioned many objections customers have to getting adjustable-rate mortgages. However, 
based upon their success selling tire product, they obviously have found ways to overcome many of these. 
The first objection they typically encounter is drat most people walk through the door and say they want a 
30 year fixed-rate mortgage because that’s what their parents had, and that’s what they want. Many 
mentioned that some customers are simply not willing to discuss an adjustable-rate mortgage in today’s 
rate environment, Odiere just have the perception that ARMs in genei^ are “bad." This is most likely a 
result of not underatanding the product, how the loan works, and when it can benefit them. 

“Everybody comes in and says, What if interest rates go to 12% tomorrow and 1 lose my house? 
Everybody has these extreme unrealistic scenarios that they think can happen... There is a lot of paranoia 
out there. " 

- WAMV Loan Consultant 

Some Loan Consultants mentioned that helping salespeople overcome customers’ oli^ections and fears 
can be addressed through training. They can learn how to work with customers to make them feel more 
comfortable with this type of product, and effectively communicate the product benefits. They also 
mentioned that advertising could help consumers understand the benefits of adjustable-rale mortgages, as 
well as providing salespeople witli tools (Excel woricshcets and brodiures) that customers can easily 
understand (sales tools are discussed in the following section). 
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Helping Customers Understand the Product WiU Make Them More Likely to Consider It 

The complexity of the Option ARM is a big obstacle to overcome. It is hard to get people to purchase a 
mortgage, the biggest loan they will ever have, if they don’t understand it. Increasing customers’ 
understanding of the product through employee training and providing collateral which explains things 
will help alleviate some of these objections. 

Regarding collateral, there were a few things mention^ they would like to have which could help them 
better explain Option ARMs. First, some liked flie idea of Excel spreadsheets where they could show 
how fixed-rate loans would compare to Option ARMs over time. TTiey felt that showing customers how 
adjustable-rate versus fixed-rate payments compared owr time would help alleviate some of their 
objections, and might give customers a better understending of what they could expect with ARMs. The 
graphs below are basic examples of tvhatsmne of these tools could look like. Another example, created 
by Washington Mutual Loan Consultant Charles Miller is included in Appendix A. 


Historical Monthly Payments • 
Fixed V5 ARM (1999-2000) 


FOstOficat Data - Total Money Paid (ARM vs, Fixed) 
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Participants also mentioned that some of tlie current collateral material is too complicated for customers 
and that simplifying some if it would be helpful. Other things salespeople felt were difficult to explain 
included the life cap and the index. They felt that that having brochures with bulleted lists and high-level 
information would be good, as opposed to providing too much detail where customers can get bogged 
down and confused. Perhaps the most helpful piece of collateral they currently have are sample 
statements. This helped them show customers how the various payment options worked and compared 
with each other, and led to conversations about how they could use the payment flexibility to their 
advantage, 


"It would be nice if Marketing pul something together in plain English. ” 

- fVAMU Loan Consultant 
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From: Killinger, Kerry K. <kerry.kil!ing«@wamu.net> 

Sent: Tuesday, April 3, 2007 12:42 PM 

To: Rotella, Steve <steve.rotell^wamu.Det>; C^ey, Tom <tom.casey@wamu-net>, 

Magleby, Alan F. <aian,magld)y@wainu.net> 

Subject: FW: Option ARM's 


Guys, 

Craig was President of our money management company for a few years. His concerns expressed here might mirror 
what our investors will focus on at the first quarter conference call. I think we better be well prepared to defend the option 
ARM portfolio. 

Kerry 


Confidential Notice; This communication may contain confidential and/or privileged information of Washington Mutual, 
Inc. and/or its subsidiaries. If you have received this communication In error, please advise the sender by reply email and 
immediately delete this message and any attachments without copying or disciosing the contents. Thank you. 


From: Craig Hobbs Imai!to:chobbsbi@msn.c{xn] 

Sent: Monday, April 02, 2007 3:44 PM 
To: Killinger, Kerry K. 

Subject: Option ARM's 

Kerry, 

!‘d like to call your attention to the risks in Option ARM's in this nasty credit cycle, just in you're not 
hearing a contrary viewpoint internally. For reasons described below, I believe it remains timely to 
have a thorough review of potential credit/recasting risks within WAMU's Option ARM portfolio - 
particularly (a) loans generated in 2004/2005 and (b) loans made in areas of specuiative/problem 
markets over the past few years. 

The collapse of the sub-prime market is, of course, all over the news. The next phase of this market 
sector will likely be played out in the banks and S&L's reporting increasing problem loans and 
reserves for loan losses. BUT, in this dicey environment, investors will likely soon foojs their 
attention on Option ARM's (including WAMU's portfolio) for the following reasons: 

(1) the product is untested in a residential real estate downturn; 

(2) the major recasting of WAMU's Option ARM portfolio doesn’t realty kick in until 2008, when 12.1% 
of WAMU's Option ARM’s will be recast. By its very nature, loan problems within the Option ARM 
portfolio will be postponed until recasting occurs; 

(3) the 2004 and 2005 production of Option ARM’s is particularly problematic, since many of these 
loans were qualified based on an "administratively set rate", which was below the fully-indexed rate; 

(4) the Option ARM’s create significant Captitalized Interest over time, and this line item is likely to get 
increasing focus by investors over the next 12-18 months; and, 

(5) 68% of WAMU's Option ARM portfolio is in Negative Amortization, and this feature of Option ARM 
loans is also likely to receive increasing investor focus over the next 12-18 months. 


As you know, Capitalized Interest in 2006 amounted to 23.1 % of reported net income, and by its very 
nature, this percentage will likely increase in 2007 and 2008. Also, on a long term policy basis, what 



1 Permanent Subcommittee on investipationsi 
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maximum percentage of net income should WAMLTs Capitalized Interest be allowed to rise to? 

For ail the above reasons, a thorough scrut±>ing of WAMU’s Option ARM portfolio is warranted at this 
time ~ particularly the 2004/2005 production and loans made in areas of speculative/problem markets 
over the past few years. As investors focus increased scrutiny on the the structure of the Option 
ARM's and WAMU's Option ARM portfolio over the next 12-18 months, a strong Option ARM portfolio 
wifi likely pay large dividends in investor confidence in the future. 

Craig Hobbs 
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From: Forftinato, Steve 

Sent: Thursday, September 14, 2006 7:41 PM 

To: Schneider, David C. <david.schndder@wamu.net> 

Subject: Fw; Tom Casey visit 


We need to look at any accounting of a sale from Iffl. 


Original Message 

From: Chen, Youyi 
To: Fortunate, Steve 
Sent: Thu Sep 14 15:37:16 2006 
Subject: FW: Tom Casey visit 


From: Potoisky, Doug 

Sent: Thursday, September 14, 2006 4:34 PM 
To: Drastal, John; Beck, David 
Cc: Chen, Youyi 
Subject: RE: Tom Casey visit 

We will be showing out the residual off LBMLT 2(X)64)8 tcaiight (preNlM)D. getting bids back next Tuesday. Will do the same with 
the conduit HE3 deal this month. A seasoned post NIM LB deal-most likely 2006-01 will be shown out as well. Other strategy 
discussions need to be continued □. 

Doug Potoisky 
Capital Markets 
Washington Mutual 
623 Fifth Avc. 17 FI. 

NY, NY 10022 
212-702-6961 
201-240-7417(ceU) 
douglas.potolsky@wamu.net 


From: Drastal. Johii 

S«it; Thursday, September 14, 2006 3:54 PM 
To: Beck, David 

Cc; Chen, Youyi; Potoisky, Doug 
Subject: Tom Casey visit 
Impcrtance; 


David, 

Tom just stopped by after the Lehman investor conference. He says equity investors are totally freaking about housing now. He 
asked how we could prepare for this. A few items: 

I . He asked about the ability to offload some Long Beach production forward. I mentioned that volume was down and the collateral 
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p-ofile was improving but said that we would discuss forward whole loan sa3« for the remainder of the year if the execution looked 
good. 


2. On the portfolio side, he asked about exposure cm optica ABhfe. We talked abcait looking to potentially sell '06 production Option 
ARMS in portfolio. He even said looking at this quarter, I drai't think feat this is possible but we should look at what the credit 
composition of this product is and see if we can sell cpiicldy if itOstheri^thing todo (see Nagle's message). He doesnDtforsee a 
tainting issue if we are doing it for credit issues. Youyi, canyon ^ me a coUatera! strat from the portfolio? 

3. On the MSR side, he asked about mortgage spreads bemg I agreed that they are and expalined the current decrease in P&L 
vol. He was willing to take some short term vol because he thinks mortgage spreads will widen in a future credit event There is also 
buzz about BofA being close to their LOCOM mark and fliat may impact sq>reads, 

I am out Friday but available via email if you need me. 

JOhn 

John E. Drastal 
Senior Managing Director 
WaMu Capital Corp 
212-702-6945 
206-200-3959 (cell) 

WaMu Capital Corp. is a registered broker dealer, member NASD and SIPC, and a wholly owned subsidiary of Washington Mutual 
Bank. 

This message (including any attachments) is CONFIDENTIAL. If you are not the intended recipient of this information, or an 
employee or agent responsible for delivering this m^sage to flie intended recipientfs), please do not read, disseminate, distribute, or 
copy this information. If you have received this message in error, please contact the se^er immediately. WaMu Capita] Corp. 
reserves the right to monitor all e-mail. Electronic mail sent through the Internet is not secure. 

In the UK, this communication is directed at persons having professional experience in matters relating to investments. Any 
investment or investment activity to which this communication relates is only avail^Ie to or will be engaged in only with persons 
having professional experience in matters relating to investments. Persons who do not have such expearence should not rely on this 
communication or any aspect of it. 
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From: Feltgen, Cheryl A, <cheryl.feltgen@wamu.net> 

Sent: Tuesday, February 20, 2<X)7 12:49 PM 

To; Shaw, Robert H. <ul64181@wamu.com>; Haines, Troy L. <u2391 17@wainu.com>; 

Parker, Michael <u601400@wamu.c<Mn> 

Cc: Tryon, Diane M. <u229593@wamu.com> 

Subject: URGENT NEED TO GET SOME WORK DONE IN NEXT COUPLE OF DAYS : 

Option ARM MTA and Option ARM MTA Ddinquency 


Bob, Troy and Mike; 

See the attached string of emails. We are contemplating selling a larger portion of our Option ARMs than we 
have in the recent past. Gain on sale is attractive and this could be a way to address California concentration, 
rising delinquendes, felling house prices in California with a fevorable arbitrage given that the market seems 
not to be yet discounting a lot for those factors. David Sdmeider has set a meeting for Friday morning with 
David Beck and me to hear our conclusions and recommendations. See the comments below about the 
information that we need to provide for this analysis. We vwtl get the pools by tomorrow at the latest. We will 
need to coordinate with Joe Mattey and get input from him in order to make a judgment regarding the ALLL 
impact. 

Troy, t don’t think your team is yet equipped to undertake this exerdse, so I will ask Bob to lead the effort. 
There are a number of other items that Bob's team is working on right now. Scott Gordon is also out this week 
so any assistance, Troy, that your team could provide would be mudi appreciated. 

in addition to the specific information that David Beck asks for, I would like your input on portions of the Option 
ARM portfolio that we should be considering selling. We may have a different view than David Beck’s team as 
to the most desirable to sell and we should provide that input. Our suggestion, for instance, might include 
loans in California markets where housing prices are declining. There may be other factors. 

I will need to get from you by Thursday, February 22 end of day a summary of our conclusions and 
recommendations. We should plan to meet at the end of the day on Thursday to discuss the findings. I will 
have Diane set something up. 

Please let me know your thoughts on this approach. Thanks. 

Cheryl 


From; Beck, David 

Sent: Tuesday, February 20, 2007 7:17 AM 
To; Schneider, David C.; Feltgen, Cheryl A. 

Cc: Richards, Alison 

Subject: Option ARM MTA and Option ARM MTA Delinquency 

Here’s how I see this going. 


From the MBR, my notes indicate two portfolios we discussed for sale; The 2007 high 
margin production (Jan and Feb so far) and the seasoned COFI book. 

I will supply to Cheryl the loan level detail on both pools and the pricing assumption for 
losses. Cheryl, you need to run scenario analysis and on losses versus pricing AND 
reserving assumption. I can supply pricing assumptions but would like you to pull the 
ALLL against these pools. 


Meantime, 111 coordinate buy sell analysis with finance. Cheryl, well send you the pools 
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tomorrow latest. 


From; Schneider, David C. 

Sent: Sunday, February 18, 2007 10:52 PM 
To: Feltgen, Cheryl A.; Beck, David 
Cc; Richards, Alison 

Subject: RE: Option ARM MTA and Option ARM MTA DeBnquaicy 
Lets do the following: 

1 . db - please select the potentia! sample portfolios - along the lines we discnissed at Vhe mbr 

2. cf - please run credit scenarios 

3 db - coordinate with finance on buy/sell analysis 

4 db/cf - recommendation 


From: Feitgen, Cheryl A. 

Sent: Sun 02/18/2007 5:48 PM 
To: Schneider, David C.; Beck, David 
Cc: Richards, Alison 

Subject: RE: Option ARM MTA and Opbon ARM MTA Delinquency 

The results described below are similar to what my team has been observing. California, Option ARMs, large 
loan size ($1 to $2.5 million) have been the fastest increasing delinquency rates in the SFR portfolio. Although 
the low FICO loans have a higher absolute delinquency rates, the higher FICOs have been inca-easing at a 
faster pace than the low FICOs. Our California concentration is getting close to 50% and many submarkets 
within California actually have declining house prices according to the most recent OFHEO data from ttitrd 
quarter of 2006. There is a meltdown in the subprime market whir* is creating a “flight to quality”. I was 
talking to Robert Williams just after his return from the Asia trip where he and Alan Magleby talked to potentia! 
investors for upcoming covered bond deals backed by our mortgages. There is still strong interest around the 
world in USA residential mortgages. Gain on sale margins for Option ARMs are attractive. This seems to me 
to be a great time to sell as many Option ARMs as we possibly can. Kerry Kiliinger was certainly encouraging 
us to think seriously about it at the MBR last week. What can I do to help? David, would your team like any 
help on determining the impact of selling certain groupings of Option ARMs on overall delinquencies? Let me 
know where we can help. Thanks. 

Cheryl 


From: Schneider, Oa\rid C. 

Sent; Sunday, February 18, 2007 3:16 PM 
To: Beck, David; Feitgen, Cheryl A. 

Ccs Richards, Alison 

Subject; RE: Option ARM MTA and Option ARM MTA Delinquency 
Cheryl, your thoughts? 

AMR - please print and send and set up 30 minutes with this group to discuss (this week), 
ds 


From; Beck, David 

Sent; Wed 02/14/2007 2:08 PM 

To; Schneider, David C.; Feitgen, Cheryl A. 
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Subject: FW: Option ARM MTA and Option ARM MTA Dettnquency 

Please review. The performance of newly minted option arm loans is causing us problems. 
Cheiyl can validate but my view is our alt a (hi^ margin) option arms is not performing 
well. 

We should address selling IQ as soon as we can before we loose the oppty. 

We should have a figure out how to get this feedback to underwriting and fulfillment. 

The other document is the GOS analysis and NIM impact. 

Lets discuss. 


From: Chen, Youyi 

Sent: Wednesday, February 14, 2007 2:59 PM 
To: Beck, David 

Cc: Eiison, Richard W.; Lash, Michael 

Subject: FW: Option ARM MTA and Option ARM MTA Delinquency 
David, 

This answers partially Schneider's questions on break down of the option arm delinquencies. 

The details (1 PPD tab) shows Low fico, tow doc. and newer vintages are where most of the delinquency comes from, not 
a surprise. 

Yes. we (Rick, Lash) are reevaluating our risk based pricing add on's, As a related project, Risk is currently circulafing and 
discussing a super jumbo pricing revision w/ Michael Parker et. al. 

Youyi 


From: Ellson, Richard W. 

Sent; Wednesday, February 14, 2007 12:56 PM 

To; Chen, Youyi 

Cc; Liu, Michael; Chan, Susan 

Subject: FW: Option ARM MTA and Option ARM MTA Delinquency 

Youyl-atlached is adescrif^on of the Option ARMs that were delinquent in the 2006q4. You can see that It Is very much 
a function of FICOs and Low Doc loans. We are in the process of updating the optimum pricing matrix, Mike did the 
work. Your comments are appreciated. 

Rick 


Richard Eiison. Ph.D; Senior Vice President 

SFR Portfolio Management 

Washington Mutual 

623 5th Avenue 

18th Floor-5092WMNY 

New York, NY 10022 

212-702-6972 
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From: Liu, Michael 

Sent: Wednesday, Febmary 14, 2007 12:51 PM 
To; Elison, Richard W. 

Cc! Chan, Susan 

Subject: Option ARM MTA and Option ARM MTA Delinquency 
Hi Rick, 

Attached is the spreadsheet with the total Option ARM MTA (yesterday’s spreadsheet included a few loans that weren’t 
MTA) and Option ARM MTA >=1 PPD summary. Some p«nte for the Option ARM MTA 
>=1 PPD: 

• $ 105mm in Nonaccruai is between FICO 501-540. 

• $ 222mm in Nonaccruai between LTV 61-80. 

• CA represents the greatest amount of Delinquency (1 PPD, 2PPD,3PPD, nonaccruaO 

• Loans originated in 2004 and 2005 represent Uie highest amount of 3 PPD and nonaccruai 

Please let me know if you have any questions. Thanks. 


Michael Liu 
Washington Mutual 
Portfofio Analyst/Trader 
(206) 554-8580 


This communication may ojntain privileged or other confidential information. If you have received it in error, please advise the 
sender by reply email and immediately delete the message and any attachments without copying or disclosing the contents, "n^ank 
you. 
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— — = Redacted by the Permanent ~ 

* gH^n^mitteean }nvestigatir>nc 

From: Feltgen, Cheryl A, <cheryl.fe!tgai@wanm.net> 

Sent: Tuesday, February 20, 2007 3:50 PM 

To: Beck, David <ul72571@wamu.ccMn>; Chen. Youyi <u206428@wamu,com>; Eilson, 

Richard W, <u212931@wamu.com> 

Cc: Shaw, Robert H. <ul64181@wamu.com>; Haines, Troy L. <u239117@wamu.com>; 

Parker, Michael <u60140C^wamu.c<»n> 

Subject: Some thoughts on targeted population for potential Option ARM MTA loan sale 


David, Youyi and Rick: 

My team and I look forward to receiving the loan level detail on the pools of Option ARMs we are considering for 
sale. I thought it might be helpful insight to see the infonmation Bob Shaw provides below about the components 
of the portfolio that have been the largest contributors to delinquency in recent times. I know this is mostly an 
exercise about gain on sale, but we might also be able to accomplish the other purpose of reducing risk and 
delinquency at the same time, Talk to you soon. 

Cheryl 


From: Shaw, Robert H. 

Sent: Tuesday, February 20, 2007 11:52 AM 

To: Fellgen, Cheryl A.; Haines, Troy L.; Parker, Michael 

Cc; Tryon, Diane M. 

Subject: RE: URGENT NEED TO GET SOME WORK DONE IN NE)CT COUPLE OF DAYS: Option ARM MTA and Option ARM 
MTA Delinquency 

Cheryl, 

I revievired the HFl prime loan characteristics that contributed to rising 60+ delinquency rates between 1/06 -1/07. The 
results of this analysis show that seven combined factors contain $8.3 billion HFl Option ARM balances which experienced 
above-average increases in the 60+ delinquency rate during the last 12 months {a 821% increase, or 10 times faster than 
the average increase of 79%). t recommend that we select loans vnth some or ail of these characteristics to develop a HFS 
pool. 

Below, ! have listed tiie factors (layered), their percent change in 60+ delinquency rate over the last 1 2 months, and HFl 
balances as of January 2007. 

1) HFl Option ARMS - 79% increase (.56% to 1.0%), $60.6 billicm 

2) Above + Vintages 2004-2007 - 1 79% increase (.33% to .92%). $47.8 billion 

3) Above + CA-312% increase (.16% to .66%). $23.7 billion 

4) Above + NY/NJ/CT - 254% increase {.21 to ,76%), $29.3 billion 

5) Above + $351k-1mil - 460% increase (.12 to .70%), $17.2 billion 

6) Above + FiCO 700-739 - 1 1 97% increase (.03% to .40%). $4.2 billion 

7) Above + FICO 780+ - 1484% increase (.02% to .38%). $5.2 billion 

8) Above + FiCO 620-659 - 821% increase (.07 to .67%), $8.3 billion 


Robert H. Shaw 

Home Loans Risk Management 
WaMu 

206- 500-1407 (office) 
robert.shaw@wamu.net 
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From: 

Sent: 

To: 

CC: 


Subject: 


Chen, Youyi 

Tuesday, February 27. 2007 2:21:33 PM 
McCarthy, Michelle 

Be<^, David; Fel^ert, Cheryl A.; Forturrato, Steve; Griffith, David; Murray. V\fliliam: Stack, Fergal; 
Wilfiams, Robert J.; Shaw, Robert H.; Mattey, Joseph; Drastal, John 
HFl selection criteria changes 


Attachments: HFlcritefia.xte 


Michelle, 

After careful review with David and the tearns, David suggested me to make following recommendations to MRC on the 
existing prime HR /HR selection criteria 


1 . Effective March 7**' 2007, modify the portfolio cation ARM and COR ARM retention criteria (see attached 
“existing HR descriptions”, “section 1.01 to 1.11 and section 2.01 to 2.08”) to include only following bare for 
tile portfolio (HR) - 

a. Super jumbo of size greater or equal to $ 3 MM (Risk based pricing applied, but difficult to sale) 

b. Advantage 90 (high LTV loans vrithout Ml, very little productton as 80/10/10 gets po}xil^'ty) 

c. Forei^ Nationals (Risk based iwiclng applied, but dtfficult to sale dye to RCO problems) 

d. RCO less than 620, except employee loans in which case RCO can be re-stated aft^" closing. 

e. 3-4 units (excessive S & P level hit calls for portfolio execution) 

2. Further more, we would like to request, transferring from HFl to HFS, all the MTA option ARMs and COR ARMS, 
funded or locked between January 1**, 2007 to Mach T***, 2007, and DO NOT fit the criteria listed atwve, 
and DO NOT fit tiie criteria sectton 3.02 to 4.07 in the attached “existing HFi descriptions") 


As a result of this change, we expected to securitize and settle about S 2 billion more option/COR ARMs in Ql -07 
(mostly margin greater than 295), and going forward S 1 billion per month potential incremental volume into HFS. For 
your information, the impact to gain on sale for the year is estimated to be about $180 MM pretax bctsed on current 
market, and the impacts to 2007 portfolio Nil is estimated to be about - $ 80 MM pretax. 

Also included in the attachment, is a pool of S1. 3 billion option/COR ARMs funded to portfolio between January and 
February 22'*^ that vrtll be re-classified as HFS based on the above recommendations. We understand that this 
population of loans will be growing from now to March 7* until the portfolfo selection criteria are officially modified.. 

We expected to start marketing the deal on March 12***, your prompt response will be greatly appreciated as the T5G 
and QRM teams also need time to implement the coding changes. 

Regards, 

Youyi 



Mrto'ftwia.xis 
(179 kS) 
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From: 

Sent: 

To: 

Subject 

Thanks Greg. I would support the idea of a governance approval for HFS to HFI transfers. 
Please let me know if I can help. 


Sent from my BlackBerry Wireless Handheld 
— Original Message — 

From: Eller, Greg 

To: Ballenger, Melissa J.; Stack, Fergal; Woods, John F. 

Sent: Tue Feb 27 1 0:31 :31 2007 

Subject: RE: HFI Option Arms redirected to HFS 

Cory can you send Melissa a copy of the draft memo and the situation-specific memo on the 
$17 billion transfer? 

Melissa: 

For the reclass policy, we've provisionally drafted ALCO for the job, but are trying to verify 
whether MRC makes the decision under delegated authority or whether it makes a 
recommendation to ALCO. 

Cory & I were talking yesterday about adding to our draft policy guidance on re-designating 
HFS to HFI, since the latter is not the default under the literature. We were kicking around the 
same idea of identifying whose intent within the company matters from an accounting 
perspective. Moving HFS to HFI seems to involve a different management group than ALCO 
(as a general rule). We were planning to follow up with Fergal on that point soon as we bring 
the drafting to a close. 

GEE 

206 /HpHt 

— Original Message — 

From: Ballenger, Melissa J. 

Sent: Tuesday, February 27, 2007 9:18 AM 
To: Stack, Fergal; Woods, John F.; Eller, Greg 
Subject: Re: HFI Option Arms redirected to HFS 

Greg, may I please have a copy of the 17B policy paper to get up to speed? Thank you. 
Fergal - is it ALCO or MRC? 

All - question for you: would we ALSO want to seek governance approval for transfers the 
other way (that is, from HFS to HFI)? A good example might be the email chain this week 
talking about "disposition" of subprime 2nd lien mortgages by moving from warehouse to 
portfolio. For significant transfers, would it not make sense to also have the formality of a 
corporate approval of the "intent to hold for foreseeable future”? 

Finally, on the option ARMs transfer from HFI to HFS - pis confirm that the committee 
approval will discuss what business/market circumstances have changed (since last balance 
sheet date) justifying the chg in intent? 


,= Redacted by the Permanent 
Subcommittee on Investigations _ 


Bailenger, Melissa J. <melissa.ballengei@wamu.net> 

Tuesday, February 27, 2007 4'.41 PM 

Eller, Greg <gregory.ellei@wamu.iiet>; Stack, Fergal <fergal.stack@wamu.net>; 
Woods, John F, <john.woods@wamu.net> 

Re: HFI Option Arms redirected to HFS 


Sent from my BlackBerry Wireless Handheld 


— Original Message 
From: Stack, Fergal 
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To: Woods, John F.; Eller, Greg; Ballenger, Melissa J. 

Sent: Mon Feb 26 10:32:22 2007 

Subject: RE: HFI Option Arms redirected to HFS 

Hi John 

I am working on the premise that the Policy paper from Greg relating to the 1 7B is still 
applicable for this and future transfers. I read Gregs memo again this morning and wanted to 
summarize a few key points to ensure we are all on same page. 

1) intent is a state of mind that will be changed on ALCO approval (we need to reconcile this 
to when David Schneider approves the transfer) 

2) no tainting of hfi portfolio.. .the issue would be if not designated to hfs timely 

3) the population to be sold need to be sufficiently defined and marketing plan created 
(including expected method of sale) 

So with the above if the loans are identified, marketing plan created, ALCO approval obtained 
then the transfer cantake place with no tainting consequences on the remaining portfolio. 

One question I do have is if a loan characteristic is defined as a requirement to sell, say 
FICO, and there are 100 loans over a FICO score, and we only want to transfer 40 to 
hfs. ...the loan characteristic could be indentified and approved prior to actual 40 loans being 
identified... .want to make sure pur policy doesn’t require HL to transfer the 100 loans. And 
there is probably timing variances in these events occurring (but final ALCO approval may 
take care of this as the population would be defined) 

Greg, please confirm. 

Thanks 

— Original Message — 

From: Woods, John F. 

Sent: Sunday, February 25, 2007 1 1 :45 PM 
To: Stack, Fergal; Eller, Greg; Ballenger, Melissa J. 

Subject: Fw: HFI Option Arms redirected to HFS 
Fergal, 

I assume you are up to speed on this but if not here's David's email describing a sale 
transaction that is being contemplated. I can't tell from the message whether these loans are 
already in hfi or were just destined for hfi but have not yet been acquired. Please get back to 
me on this after you guys have had a chance to discuss any issues. 

Thanks. 

— Original Message — 

From: Beck, David 

To: Beck, David; Schneider, David C.; Rotella, Steve; Cathcart, Ron; Casey, Tom; Feitgen, 

Cheryl A.; Boyle, Hugh F.; Mattey, Joseph; Fortunate, Steve; Hyde. Arlene M.; Woods, John 

F.; Williams, Robert J.; McCarthy, Michelle 

Cc; Potolsky, Doug; Drastal, John 

Sent: Sun Feb 25 17:50:00 2007 

Subject: HFI Option Arms redirected to HFS 

David and I spoke today. He's instructed me to take actions to sell all marketable Option Arms 
that we intend to transfer to portfolio in 1 Q, 2007. That amounts to roughly 3B option arms 
availabe for sale. I would like to get these loans into HFS immediately so that i can sell as 
many as possible in Q1 . 

John, we are only targeting to sell Option Arms destined for portfolio since year end at this 
point. I'll need direction from you on any special accounting concerns or documentation you 
will need to get these loans in the warehouse without tainting the HFI book. 

Michelle, I believe this action requires MRC approval. Please advise. 
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This week I'ii work to get the necessary governance sign offs In place, Cheryl, please direct 
me on what form the approval request should take and what committees should review and 
authorize the request. I can puli all the data. 

We continue to work with Cheryl and the credit risk team to analyze emerging credit risks in 
our prime portfolio and recommend actions to mitigate them. 

Thanks for you help, 

DJB 

Thanks in advance for your help. 
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Market Risk Committee (MRC) 
Minutes of the March 9, 2007 Meeting 


The MRC of Washington Mutual, Inc. (“WMF’ orthe “Company”), Washington Mutual Bank 
(fka Washington Mutual Bank, FA) C'WMB”) and Washington Mutual Bank fsb (“WMBfsb”) 
and the Asset Liability Committee ("ALCO”) of WMBfsb met concurrently on Friday, March 9, 

2007 . 

Members present for the MRC: Ms. McCarthy, Chair, Mr. Brandeberry, Mr. Griffith, Mr. 
Woods, Mr. Hunt, Ms. Krahling and Ms. Novak. 

Members present for WMBfsb ALCO; Ms. McCarthy, Chair, Mr. Brandeberry, Mr. Hunt, Mr, 
Griffith, Mr. Woods and Ms. Novak. 

Staff: Ms. Berger, Secretary, Mr, Potolsky (phone), Mr. Callahan (phone), Mr. Stewart (phone), 
Mr. Diugosz, Mr. Lehmann (phone), Mr. Riley (phone), Mr. Fisher (phone), and Mr. Cathcart. 

Summary of items approved at this meetirm: 

Approved changes to the ALM Authorized Individual Standard and related approval of 
Authorized Individuals for BOLI as follows; 

- Added a Transaction Type 22 for BOLI investment activities. Authorization would 
include approval to execute pairchases or sales/cancellation of Bank-Owned and 
Company-Owned life insurance policies. 

- Established a related Documentation authority for BOLI. 

- Established Mr. Casey and Mr. Williams with Authority Level B. 


2007-01 Securitization and Whole Loan Master Program; Modify the program as proposed 
subject to ALCO review and approval; 

- Change the Held for Investment (HFI) ARM and COFI ARM retention criteria to include only 
the following loans for HFI effective March 12, 2007; Super jumbo > $3.0 million, Advantage 
90, Foreign Nationals, FICO < 620 except employee loans in which case FICO can be re-stated 
after closing, and 3 to 4 units, 

- Increase Prime Option ARM’s (including Second Liens) from $26.0 billion to $37,0 billion. 

- Transfer up to $3.0 billion of saleable Option ARM and COFI ARM loans originated between 
January 1, 2007 and March 12, 2007 from HFI to HFS (excluding HFI loans described above), 

Summary of action items from this meeting; 

None. 

Ms. McCarthy called the MRC meeting to order at 10;00 a m. 

Approval Items 

Agenda item 1; Meeting Minutes 

The minutes from the February 9, 2007 meetings were reviewed. Mr. Brandeberry moved to 
approve the minutes. Ms, Krj^Hng seconded the motion. The motion was unanimously 
approved. 


Approved at the 4/XX/07 MRC Meeting I Permanent Subcommittet on investigations 
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Market Risk Committee (MRC) 
Minutes of the March 9, 2007 Meeting 


Agenda item 2: Authorized Individuals Standard Changes (BOLI) 

Ms. McCarthy reviewed a proposal to ^tablish a sepmate Transaction Type for Bank Owned 
Life Insurance (BOLI), Currently BOLI acti-wties are conducted under the Investments 
Transaction Type. Separation will provide crisper distinction of authority for BOLI activities. In 
addition, Mr, Casey and Mr. Williams would be ^tablished as having Level B authority. Ms. 
McCarthy explained that Level B authority is aifficient given the current program size, Mr. 
Brandeberry moved to approve establishing the BOLI Transaction Type and the Authorized 
Individuals as proposed, Ms. Novak seconds! the motion. The motion was unanimously 
approved. 

Agenda item 3; HFI/HFS Designations Changes and Amendments to Program 2007-01 
Ms. McCarthy reviewed a proposal to modify the Held For Investment (HFI) portfolio criteria 
for ARM and COFI ARM production. This change represents a modification of program 2007- 
01 by increasing the program’s size by an additional $11.0 billion in loans to a total program size 
of S37.0 billion. This proposal will also require ALCO strategy approval and Credit Policy 
Committee approval in addition to MRC approval. A second part of the proposal requests 
approval to transfer up to $3.0 billion of saleable Option ARM and COFI ARM bans originated 
since January 1, 2007 from HFI to Held For Sale (HFS). In response to a question from Mr. 
Woods, Ms. McCarthy explained that there are other Option ARM loans not included in the 
criteria that we are retaining in portfolio. Ms. McCarthy noted that Ms. Feltgen has reviewed 
and approved this proposal. Mr. Woods noted that Deloitte has reviewed the proposal as well. 

A discussion then ensued on the impact of this proposal to Net Interest Margin (NIM). Mr, 
Griffith moved to approve modification of program 2007-01 and the one-time transfer of 
identified loans originated since January 1, 2007 as proposed subject to ALCO review and 
approval. Ms. Krahling seconded the motion. The motion was unanimously approved. 

Exceotiops 

Agenda item 4: WMI Credit Default Swap Spread Trigger 

Ms. McCarthy reviewed a Liquidity Management early warning trigger that was breached, She 
explained that market conditions have caused WaMu’s one-year credit default swap (CDS) 
spread to increase from 6.6 to 19.7 basis points. The increase in spread exceeded the two 
standard deviation trigger threshold. The Liquidity Management Working Group has reviewed 
the factors surrounding the spread widening and determined that a negative liquidity event for 
WaMu is unlikely at this time. 

Discussion Items 


None. 

Required Reports 

Agenda item 5: Securitization Reports 


Approved ai the 4/'XX/07 MRC Meeting 
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Market Risk Committee (MRC) 

Minutes of the March 9, 2007 Meeting 

Subprime (LBM and Conduit) 

Mr. Potolsky provided an update on subprime securitization activities. The market continues to 
have concerns around subprime mortgage ddinquencies. Investors are making general concern 
inquiries rather than loan specific inqmries. First payment default repurchases declined in 
February. 2006 delinquencies have been higher t^ expected however credit changes 
implemented on January 8**’ should result in improwd loan performance going forward. Credit 
spreads continue to widen in the bottom tranch^ with the result being that it is unlikely that 
lower rated/unrated tranches will be saleable ^id WCC will continue to hold positions longer 
than in the past as they continue to market these bonds. Ms. McCarthy noted that analysis is 
underway to determine whether there are additional shifts of originated product needed from the 
HFS portfolio to the HFI portfolio. Operational risks have increased however Mr, Potolsky 
reported that approximately half of the loan fiilfiliment c«iters have been closed in a right-sizing 
exercise and the transition of Master Servicing continues to be on target for completion by the 
end of March. Delinquency triggers continue to be closely monitored from a servicing and 
valuation standpoint. During February there were no rating agency actions nor were there any 
securities or whole lo^ sales in the subprime channel. 

Prime Alt A (Bank and ConduiO 

Mr. Lehmann reported that 4 mortgage-backed securitizations totaling $6.4 billion and 1 5 whole 
loan sales totaling $2.5 billion and 17 agency deliveries totaling $4.2 billion were executed 
during February 2007. Approximately 80% of the whole loan sales were to Bank of America. 
During the February reporting period there were no rating agency actions. The total portfolio 
delinquency rate went up from 2.31 to 2.58 and remains below the industry average rate of 
2.88%, Out of 203 groups tested (177 deals), 12 failed the Loss Severity Trigger (“LST”) test. 
One of the 13 groups is failing for the first time. In response to a question from Mr. Woods, Mr, 
Lehmann described the LST test in detail. Repurchases declined during February to 308 
outstanding investor demands. Mr. Lehmann then provided updates on the conduit program 
improvement initiative and the conduit repurchase program noting steady progress on both 
initiatives. Mr. Lehmann then informed the Committee of incidents of non-compliance with 
Regulation AB requirements related to delayed reconciliations, erroneous repurchase of 
seventeen loans and miscellaneous investor distribution errors. A discussion ensued on 
remediation efforts. 

Commercial 

Mr. Fisher repotted that there were no commercial securitization or loan sales activities in 
February, As previously reported there are a number of commercial loans in the aged pipeline, 
Approximately $1.4 billion of loans are scheduled to be sold in two deals in March. Fisher 
confirmed that these loan sales remain on target for completion by the end of first quarter. There 
have been no mortgage bond rating changes since December. Mr. Fisher then provided an 
update on the Standard & Poor’s primary servicer rating process. 

CreditXard 

Mr, Riley reported that January excess spread increased to 10.32%. A healthy excess spread 
ranges from 8% to 1 0%. Charge-off rates that rose in December to 10.05% have since declined 
to 9.69%, In response to a question from Ms. McCarthy, Mr. Riley explained that the December 
j charge-off of 10.05% increase is attributed to the new minimum payment rules implemented last 
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Market Risk Committee (MRC) 

Minutes of the Mareh 9, 2007 Meeting 

year. Management expects charge-off rates to da:line and stabilize at the 8% to 10% range in 
2007. There have been no rating agency actions and there were no securitization activities 
however a transaction is planned and will be rqx)rted on at die next meeting. 

Agenda item 6: MRC Action Items Update 

Ms. Novak reported that the WCC, WMMSC and Capital Markets Conflict of Interest Policy are 
moving forward. She has reviewed a draft of the Policy with Mr. Cathcart. In addition internal 
Legal Counsel and others have been identified to help with scenario development and 
determination of where we need to develop information walls within the Company. In response 
to a question from Mr, Cathcart, Ms. Novak explained that there is not a due date for 
implementation of the Policy, Mr. Griffith summarize efforts accomplished to-date at the 
operational process levels, Mr. Cathcart noted that without a clearly defined policy on 
information sharing the Company is vuln«-able to potential mishandling of information. He 
requested that Ms. Novak return to MRC with a set deliverable date for completion of the 
Information Sharing Policy, 

The HR/HFS pipeline status report was provided for member review. 

Agenda item 7: HFI/HFS Diagram for Pipeline 
Diagram provided for member review. 

Agenda item 8: ALM Reports Package 
Summary provided for member review. 

Other: 

None, 

There being no further matters, the MRC meeting was adjourned at 11 ;05 p.m. 


Approved at the 4/XX'07 .MRC Meeting 
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» WaM«" 


July 11, 2008 
Market Risk Q>mmittee 


MINUTES 


A meeting erf the Market Risk Oommittee W^hHigton Mutual, Inc. f'WMr or the "Company")/ 

Washington Mutual Bank C'WMB") and Washing Mutual Bank fsb C'WMBf^") and the Asset Liability 
Committee fALCO") erf WM8 fsb was held 
on July 11, 2008 in SoDo Con^^re loom of WMC 15 from 10:00 a.m. to Noon 


MRC voong Members 

X Michelle McCarthy, Chair 
Carey aennan 
X Davkj Beck (phone) 

X Diane Novak (phc»ie) 

X Don White 
Sandy Boa* 

John McMurray 
* Commercial matters only. 

WMB fsb Voting Members 

X Michelle McCarthy, Chair 
Carey a-ennan 
X Jim Hunt (phone) 

X Diane Novak (phone) 

X Robet Williams 

Non Voting Members 


Tom Casey 
X Cattty Doperalski 
X Robert WHfiams (phone) 
X John Woods 
X Jim Hunt (phone) 

X David Gilhooiey 
Melissa Ballenger 


Tom Casey 
X Cathy Doperal^ 
X David Gilhooiey 
X John Woods 
Suzanne Krahling 


Suzanne Krahling 
Scott Maw 

X Michelle Grau-Iversen (phone) 


John McMurray 
Melissa Ballenger 


Attendees 

Monica Berger, secretary 
Steve Steams 
Dave Coultas 
Bob Batt 


Dick Fisha' Jim Callahan 

Bill Rice (phone) Sam Crocker 

Lisa Shepherd (phone) 

Roily Jurgens 



Topic . Presenter Sponsor De<^ion 

Al, Nc»ie - See D4 below to’ MRC Open AcBon Items 

A2. Martffit Wsk Review Glhootey, Crocker, Gilhooiey N/A 

Couttas 

Mr. Crocker reviewed current marktt coodiltois and their impact on the Company's market risk profile. Ms. McCarthy then led a 
discussion on GSE Agency exposure. Mr. Woods described the likely outcome of nattonalization of the GSE's. Mr. Coultas 


improved <6ate apf»wed> 
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WaMtf' 

July 11, 2008 


MINUTES 


Market fUsk Committee 



Topic 

jPresenber 

l^nsor 

Dedsion 


- Removed narrow definition of retail deposits, defined v^iot^ie fivuSr^ and other asset based Ending: 

- Changedaf^rovaloveraght of changes to the base case and stress scer^rios from me Chah'of MRC to the LMWG. 
SNM) LiQuiditv Management Standard: 

- Added a section outlining LMWG re^onsibilities 

Appendix Bailing Affiliates & V\Mi Lk^idty Corfiirtgetuy Plans: 

- Added section descritHng the processto decrease levelsasthe Liqucfity Event Threat subsides; 

- Added ability of Task Force re|»%sentatives to appomt delegates: 

- Added section outlining LMWG responsibilifies. 

■LiQUidrtv Management Working Group Charter: 

- Updated secUon outiining LMWG responsibilities; 

- Added clarification that the Chair of iMVJG vdrile a eenkv Treasury manager, may or may not hold an SVP officer tltie; 

- Placeholders on LMWG membership tor Credit Card and APS Portfolio manager portions. 

■ Liauiditv Management Watking Group Ooeratino Prataces-. 

' Added clarification that the Chair of LMWG vmile a senior Treasury manager, may or may not hold an SVP officer title. 


B4. 


Mr. Githooley moved to approve the reviwns as presented. Mr. Woods seconded the motion. The motion was unanimously 


approved. 

Foltow Up Items: None 

i. 


Assigned: N/A 

Due: N/A 

2. 

Topic 

NPA HFI HELOC Loan Sales 

Presenter 

Shepherd 

Sponsor 

Woods 

Dedsion 

Declined 


Ms. Shepherd reviewed a program to delegate authority to Ms. Krahling, Commercial CFO and Sandy Boa, Commercial Chief 
Risk Officer, to declare a change In intent arrd the srfosequent sale of up to S100.0 million of currently classified HFI non 
performing HELOC loans during 2008. Ms. Shepherd explained that the loans would be sold with no risk retention or recourse 
beyond normal representations and warranties. In response to a quesbon from Mr. White, Ms. Shepherd confirmed that these 
loans are second liens and loans sales are contemplated vwthin the next 30 days. In response to a question from Mr. Gllhooley, 
Ms Shepherd explained that the Company has only sold charged-off or REO loans up to now and does not have any historic data 
on pricing for HELOC NPA loans. Mr. Be<^ summarized the equity analysis that had been performed supporting this sales 
program, noting that It Is In our best interest to let some one else assume the risk of these loans. Ms. Shepherd summarized 
counterparty due diligence to protect the Bank against aggressive collection tactics and related reputation risks. A discussion on 
managemertt intent en»Md. In response to accounting process questions from Mr. Woods, approval was tabled pending 
resolution of a defined transaction and accounting process. 

Follow Up Items; Assigned: Due:N/A 

1. Ms. Shepherd and Mr. .Xirgens to determine the accounting process fa- tttis Ms. Shepherd/ Mr. T60 

transaction. Jurgens 


B5. 


2. 

Topic Presenter Sponsor 

Execution Authority Callahan Novak 

Mr. Callahan reviewed proposed changes in execution authorities for Treasury staff as follows:; 

Dave Couftas: TT2 Investments Level A at WMB. V^l. WMBfsb; 

Ed O'Brien; TT2 Investments Level 6 at WMB. WMI.WMBf*; 

Dave Coultas; TTI 1 Derivatives Level A at VVMB. WMt. WMBfob; 

Ed O’Brien: TTf 1 Derivatives Level B at WMB. WMI. WMBfob: 

Dave Coultas: TT 20 HFI SFR Loans level B at WMB. WMI. WMBfob; 

Steve Steams: TT 21 Credit Card Levti B at WMB: 

Kenley Ngal; TT 21 Credit Card Level C at WMB. 

Mr. Woods moved to approve the execution authotlties as proposed. Mr. White seconded the motion. The motion was 
unanimously approved. 

Follow Up Items: None Aligned: N/A Due:N/A 


DecisioR: 

Approved 


Approved <date approved> 
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LBMC 2005-2 Structure 


L(k>o Beach Mortgage Conpany 

— Ca^ — 

Long Secutties Corp. 

(Seller & Master Servicer) 

— Loans -► 

(Depositor) 



Deutsche 
Bank National 
Trust Co. 
(Trustee) 




^^ong Beach Mortgage loan 
REMIC Trust 2005-2 
(Q»»E) 

-Aoan UPB: $2.SO0,0 



Post-NiM 

Resi(^I 


Public Certificates: 

Class C (OvercolMeralization) 
Class P(Prepaymenl Penalties) 
Class R (Resfdui^) 

Class R-CX (Resickjal) 

Class R-PX(R8^uti) 


Cap Notionals: 

Class I $1,150,566,000 
Class tl 660.681.000 
Mez/B 8CG.751.000 

Total $2,446,000,000 


Public Certificates: 

Class t-AI 

$1,044,511,000 AAA 

Class i-A2 

116,057,000 AAA 

Class II-A1 

437,868,000 AAA 

dass llnA2 

162,921,000 AAA 

C^ass II-A3 

' 79,892,010 AAA 

Class M-1 

137,500,000 AA+ 

Class M-2 

128,750,000 AA 

Class M-3 

40,000.000 AA- 

Class M-4 

66.250,0)0 A+ 

Class M-5 

43.7a).OOOA 

Class M-6 

30.000.0)0 A- 

Class M-7 

42.0)1,0008^+ 

Class M-8 

27.499.0)0 BBB 

Class M-8 

30.0a),000BB8- 

Private Certtfieates: 

Class B-1 

32,500,000 BB+ 

Class El-2 

25,001 . OX) BB 

TMa! 

$2,446,000,000 



Nvate Certiflcatea: 


Class N-1 

$109,125,000 

aassN-2 

8,443,000 

Class N-3 

3,862,000 

Class N-4 

,„ ,9.9P9.PPP 

Totifi 

$126,338,000 


Ca^, less UiWfee 
&Dea! Costs 
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LBMC 2005-2 Cash Flow Waterfall 
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iii WaMy' 


June 11, 2007 

3:00-5:00 

FOIC Sddman Center, Ariingttxi, VA 

David Beck, Executive Vice 
WaMu Capital Markets 



1 Pfirmanent Subcommittee on Investieationsl 
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NY Securities Investor May 2007 

Capital Markets Division Growth 








April 







New Yortc, Fiorwus, SC, and Seattle 



March 

2008 

Conduit 

Program 





February 

2005 

integrated 

Sul^rime 




OecembM 

2004 

Conduit 

Mortgage 

and 




A[»1l 

2004 

Initiated the 
Conduit 

First Ait-A 
Deal 




July 

2002 

NZC ftstlead 
managed 

Program 




February 

1 2001 

Formed 

WaMu 






Acquired 

WaMu 

Mor^ge 

Securities 

Corp., Ae 
Broker 
Dealer 







a Master 


• In 2001, we began acquiring the building blocks to become a world class 
capital markets organization. 

• First, we acquired Washington Mutual Mortgage Securities Corp. (formerly 
known as PNC Mortgage Securities Corp.) from PNC Bank, adding; 1) bulk 
purchase loan processing capabilities, 2) resources offering mortgage- 
backed securities and 3) a seasoned master servicing group. 

• In 2002, we began operating WaMu Capital Corp., allowing WaMu to 
distribute MBS backed by its own loan originations directly to investors and 
retain distribution fees formerly paid to the Street. 

• In 2004, WaMu Capital Corp. first acted as a lead manager on a 
securitization. In the same year we also initiated our Conduit Program. 

• The Conduit Program led to our first Alt-A deal In 2005 and our first 
subprime deal in 2006. 

• Also in 2006, we reorganized WaMu's capital markets structure, bringing all 
capital markets activity into a single, uniM division under the banner of the 
Home Loans Group. 


25 
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• Wamu has built a vertically integrated Capital Markets business model. We 
now participate in the enUre mortgage process-from originaHon, pooling, 
structuring to distribution. 

• We can opportunisbcalty acquire products and strategically distribute them 
through the most profitable channels. 

• By managing the distribution process we have access to information that 
allows us to refine our origination efforts and improve execution. 


26 
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NY Securities Investor Meeting May 

Rate of Growth Exceeds the Industry 


Top Non Agency MBS Issuers 


2004 

2005 

2006 


Countrywide 

Votume 

S11B.3 


CountrywWe 

Voluine 

$1S7^ 

4. 

Countrywide 

Volume 

$153.8 

2. 

Lehman Brtihers 

$61.7 

2. 

Lehman Brotters 

$87.4 

IE 

WaMu 

$72 l 8 1 

3. 

Amariquest 

$5S.t 

[E 

WBMu 

"’$73^1 

3. 

Lehman Brothers 

$69.4 

<• 

Bear Steams 

$454 


Bear Steams 

$64.6 

4. 

GMAC-RFC 

$66.2 



$42.4 

&. 

GMAC-RFC 

SS6S 

5, 

Bear Steams 

$64.2 

[II 

WaMu 

$^.2 1 

6. 

Mterlquest 

SS4.4 

$. 

Wells Fargo 

$60.4 


CS First Boston 

$36.4 

7. 

Wails Fargo 

$48.9 

7, 

ODidman Sachs 

$46.1 

e. 

WeHs Fargo 

133.6 

S. 

CSFhnBosttn 

$43.4 

8. 

IndyMac 

$40.1 

9. 

Bank of America 

$27.5 

9. 

GoWman Sachs 

$38.8 

B. 

New CeMury 

$35.3 

to. 

UBS Warburg 

$22.9 

to. 

R6S GraetMtich 

$36.5 

40. 

JPMorgan Chase 

$33.1 



• In just 3 years, we've become the #2 ranked Non-Agency MBS issuer in 2006. 


• Our rapid rise In the rankings is fueled by our Conduit Program (2004), which 
focuses on high margin products. 
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NY Securities Investor Meeting Stay 

WaMu Capital Corp Sole/ Lead Underwriter”' 

January 1, 2006 - December 31, 2006 



•WaMu's capability as a Sole/Lead 
Underwriter has developed significantly, 
with 56 deals totaling $58B n 2006. 
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• Non-agency pricing is a dynamic process 

• Rates are set to Gain on Sale targets, baianced with competitive positions and 

production targets 

• Market Rates: 

• The 2 year swap rate approximates the cost of funds, and is 
monitored daiiy. 

• Weighted Average Coupon (WAC) must move parallel to this 
rate to earn steady GOS. 

• One month Libor Is also monitored daily because it impacts 
the valuation of the Securitization Residual. 

• Execution Forecast/GOS: 

• Warehouse GOS forecast based on the composition of the warehouse, 
underlying interest rates, and execution into a securitization. 

• 5-day average of our new Submissions GOS forecast is derived from the 
Warehouse mark and the underlying interest rates. 

• Credit Spreads - S&P and Loan Performance are used regularly to 
determine the execution impact of changes to the product mix. 

• Investor Feedback - Investors in Sub Prime ABS are regularly 
communicated with, to shape pricing and to tailor products to secondary 
market appetite. 


32 
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From: Johnson, Keith <k.johnson@wamu.net> 

Sent: Wednesday, August II, 2004 4:05 PM 

To: Lehrmann, Kurt E. <kurt.iehrmann@wamu.net>; Fisher, Richard 

<richard.fisher@wamu,net>; Rothenb«-g, Glenn <glenn.rothenberg@wamu.net> 
Subject: RE: Interesting Friedman BilHngs piece re; Mortgage Brokers 


1 . Where do we line up with the competition on pridr^ today? 

2. ArewesfiliSorS? 

3 . How far out in basis points? 

4. i am not complaining, if we are within 25 bpts from 1®* or 2*^ then GAME ON. LETS SEE SOME SALES IF we are 
70 bpts on from we have an issue. 

5 WHICH PRODUCT SHOULD CAPTIAL MARKETS BEING PUSHING? 


J), /te/fi JehnstK 

Executive Vice President and Chief Operating Officer 
Washington Mutual Commercial Group 

Tel: 206.377.3965 | Fax: 206.490.5656 


This message (including attachments) is CONFIDENTIAL. If you are not the Intended recipient of this information, or an employee 
or agent responsible for delivering this message to the intended recipient(s), please do not read, disseminate, distribute, or copy this 
information. If you have received this message In error, please contact the sender immediately. 

— Original Message — 

From: Lehrmann, Kurt E. 

Sent: Wednesday, August 11, 2004 12:47 PM 

To: Fisher, Richard; Johnson, Keith; Rothenberg, Glenn 

Subject: RE: Interesting Friedman Billings piece re: Mortgage Brokers 

Dick/Keith, 

Just to clarify. . . 

Goning this coming Monday we have: 

* Removal of the 50bps rate add-on for Arm products in States with No Prepay - 
Depending on volumes expected GOS impact 8.9 to 12.SBps - 

* iB^roved rates below 80% Itv and 7ICO < 600 

- Depending on volumes expected GOS impact 4.6 to S.lBps - 

Also I have attached a copy of the report showing performance of the following 
specials we are currently running: 

Page 1 "DC Re-entry special - 50bps in Rate Off" 

Page 2 "New Century - 25Bps YSP" 

Page 3 "Resniae Special - SOBps" 

These should definitely help boost production. Please clarify that you are looking 
for an impact in addition to these, going this coming Monday. 


Permanent SMbcomroitfec on Investigations 
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Original Message 

From: Fisher, Richard 

Sent: Wednesday, August 11, 2004 11:11 AM 

To: Johnson, Keith; Rothenberg, Glenn; Lehrmann, Kurt E. 

Subject: RE: Interesting Friedman Billings piece re: Mortgage Brokers 

Great circulation - generally, lObp gos price - 6-7bp coupon, all else same. 

Kurt, Glen - come up with couple of suggestions, run through levels and Moody's 
capital structure tools and come back this afternoon or tomorrow AM with couple of 
ideas. 80/20 rule and moving towards more true sub-prime instead of Alt A are the 
directions we want to go. Thanks. 

Dick 

Original Message 

From: Johnson, Keith 

Sent: Wednesday, August 11, 2004 10:44 AM 

To: Fisher, Richard; Rothenberg, Glenn; Lehrmann, Kurt E. 

Subject: Fw: Interesting Friedman Billings piece re: Mortgage Brokers 

Guys read the string. 

Are there any pricing specials we can go after to increase volume? Say we drop gain 
on sale 10 bpts but crank volume to offset. 


D. Keith Johnson 
Executive Vice President & 
Chief Operating Officer 
Commercial Group 

phone 206.377.3965 
fax 206.490.5656 

k - j ohnsongwamu . net 


Sent from my BlackBerry Wireless Handheld 


Original Message 

From: Chapman, Craig J. <craig.chapman@wamu.net> 

To: Johnson, Keith <k. johnson8wamu.net>; Mango, Tony <tony.mango8wamu.net>; 
Gotschall, Troy A. <troy.gotschall@wamu.net>; Giampaolo, Michael J. 
<michael.giampaolo@waTnu.net>; weisbrod. Jay A. <jay.weisbrod9wamu.net>; Condensa, 
Delphie M. <delphie.condensa0wainu.net>; Stringham-Madrid, Darcy L. 

<darcy. stringhain-madrid@wamu.net>; Marcussen, Amy <amy.marcussen@wamu.net>; Owens, 
Dave <dave.owens8wamu.net> 

CC: Williams, Collette <collette.williams@wamu.net> 

Sent: Wed Aug 11 10:33:35 2004 

Subject: RE: Interesting Friedman Billings piece re: Mortgage Brokers 
EXCELLENT! ! ! ! Bring it on! ! ! ! ! 

Craig Chapman 


Original Message 

From: Johnson, Keith 

Sent: Wednesday, August 11, 2004 10:15 AM 

To: Chapman, Craig J.; Mango, Tony; Gotschall, Troy A.; Giampaolo, Michael J.; 
Weisbrod, Jay A.; Condensa, Delphie M.; Stringham-Madrid, Darcy L.; Marcussen, Amy; 
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Owens, Dave 

Cc: Williams, Collette 

Subject: Re: Interesting Friedman Billings piece re: Mortgage Brokers 
Its time! 

Next week when we are all together ITS GAME ON. 

D. Keith Johnson 
Executive Vice President 6 
Chief Operating Officer 
Commercial Group 

phone 206.317.3965 
fax 206.490.5656 

k . j ohnsonSwamu . net 


Sent from my BlackBerry Wireless Handheld 


Original Message 

From: Chapman, Craig J. <craig.chapraan§wamu.net> 

To: Mango, Tony <tony.mango@wainu.net>; Johnson, Keith <k. johnson@wamu. net>; 
Gotschall, Troy A. <troy.gotschall8wajRu,net>; Giampaoio, Michael J. 
<michael.giampaoloewamu.net>; Weisbrod, Jay A. <jay,weisbrodewamu.net>; Condensa, 
Delphie M. <delphie . condensa0waniu.net>; Stringham-Madrid, Darcy h. 

<darcy. stringham-madxid@wamu.net>; Marcussen, Amy <amy.marcussen@wamu. net> 

Sent: Wed Aug 11 09:48:13 2004 

Subject: RE: Interesting Friedman Billings piece re: Mortgage Brokers 

So when will we see a recommendation on what "GOING ON THE OFFENSIVE" looks like. 
We will have invested $30 million into building the franchise, we are poised and 
ready to make the investments in "GOING ON THE OFFENSIVE". 


Craig 


Original Message 

From: Mango, Tony 

Sent: Wednesday, August 11, 2004 9:45 AM 

To: Johnson, Keith; Gotschall, Troy A.; Giampaoio, Michael J.; Weisbrod, JayA.; 
Condensa, Delphie M.; Stringham-Madrid, Darcy L.; Marcussen, Amy 
Cc: Chapman, Craig J. 

Subject: RE: Interesting Friedman Billings piece re: Mortgage Brokers 


We have already vastly inproved in this area, and these surveys reflect some 
"dated” sentiment, however it is time that we should come up with a focused sales 
strategy on what we should tell and commit to our customers. All of our focus to 
this point has been on process irrprovement and customer service improvement and we 
can prove now that we can do it. 


We need to to come up with a precise commitment that we want to sell, and make sure 
we are operationally excellent to support that. 
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As Troy always says, it is time to take offense, instead of defense. 


Brokers usually only remember the last deal they did with someone. We can change 
this reputation very fast, very time we deliver on this commitment. 

Original Message 

From: Johnson, Keith 

Sent: Wed 08/11/2004 8:01 AM 

To: Gotschall, Troy A.; Giampaolo, Michael J.; Weisbrod, Jay A.; Mango, Tony; 
Condensa, Delphi® M. ; Stringham-Madrid, Darcy L.; Marcussen, Amy 
Cc: Chapman, Craig J. 

Subject: FW: Interesting Friedman Billings piece re: Mortgage Brokers 

Another survey on Mortgage Brokers and what they value and why the leave a lender. 
WaMu and Long Beach score low and are highlighted as troubled institutions. 


This is just another data point that says we have to focus on customer service. 


I think we have come a long way on increasing speed to decesion and close. Have we 
pushed our sales managers and LFC support to make sure they are communicating with 
their brokers? Note that Long Beach is singled out in this survey for failing to 
follow-up on broker calls and email. 


What are you ail doing to make this better? Share your ideas with the group. 


Original Message 

From: Terpstra, Brian J. 

Sent: Wed S/ll/2004 7:41 AM 

To: Fisher, Richard; Gotschall, Troy A.; Johnson, Keith 
Cc: 

Subject: Interesting Friedman Billings piece re: Mortgage Brokers 

Commentary on the Caitpbeil Communications & Inside Mtg Finance survey on Mortgage 
Banker relationships with lenders. 


Interesting comments on service quality & propensity of mortgage 
bankers/corre.<5pondents to switch to other lenders. 


Both Long Beach and WM are noted. 


BT 
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— — - Redacted by the Peimanem 
§"toiimilttee on Invesiiy.tm.. 


Brian Terpstra, CFA 
Sr. Vice President 

Washington Mutual Commercial Capital Markets 
1301 Fifth Ave. 

RBB1310 

Seattle, WA 98101 


Office; 

206.11111111111110 

brian. terpstra0wamu.net 
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From: Beck, David <david.beck@wamu.net> 

Sent: Tuesday, November 1 , 2006 2: 1 8 PM 

To: Schneider, David C. <david.schnddei@wamu.net>; Hyde, Ariene M. 

<ar!ene-hyde@wamu.net> 

Subject: Fw: Goldman Sachs New Is«ie Home Eq Commentary (External) 


Please read the write up below to get a good view of the seccsidary market 

I am at ABS east and have personally met with 8 investore. OvoaD will will have one on one meeting with 50-60 investors. 

DougPotoIsky, Alex Park Dave Coultas and Henry Engdken have been telling the LB story. There remains good interest in our paper 
down thru BBB. Non investment grade buyers are quite cooconed. LBMC paper is among the worst performing p^er in the mkt in 
2006. Subordinate buyers want answers. 

The team did a nice job of preparing our story and communicating how we intend to improve performance. 1 cannot stress how crucial 
it is for us to follow thru on these committments or face significantly worse prices. 


AH and DH, I’ll have a pitch book sent to you for your review. AH at the end of jan, assuming performance continues to improve, I'd 
love to get you to a big investor conf in Vegas. Over 4000 attendees. Finally, I’ll set up the meeting on spoilage plan. 

See u next week. If you want more color on investor meeting 1^ me know. 


— Original Message 

From: Potolsky, Doug 

To: Davie, George J.; Richmond, Kevin M.; Park, Roy K.; Park. Alex; Beck, David; Nagle, David; Drastal, John; Hyde, Arlene M.; 
Sinn, Susan M.; Dooley, James 

Sent: Fri Nov 03 05:58:12 2006 

Subject: FW; Goldman Sachs New issue Home Eq Commentary (External) 

Good write up □. 


Doug Potolsky 
Capital Markets 
Washington Mutual 
623 Fifth Ave. 17 FI, 

NY, NY 10022 
212-702-6961 
201-240-7417(cell) 
douglas.potoiskyi^ amu.net 


From: Nichols, Matthew ^ 

Sent; Friday, November 03, 2006 8:23 AM 
To: Nichols, Matthew 

Subject: Goldman Sachs New I^ue Home Eq COTimenlary (Extanal) 
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Thoughts ahead of ABS East: 

The much anticipated collapse in loan premiums has failed to materialize 0 loans are still trading in the 102Os; 

* Better pricing discipline - loan prices bad a reiatiwiy rational firS half of the year avoiding the need for a major reprice 

* A forgiving rate market - originators have revived a mudi-needcd reprieve in the form of a 70 bp rally in 2y swap rates 
since the «5d of June (consider the same period last yets 0 an 80bp sell-oS) 

* Volume □ supply remains tight despite the rally 


Despite the reprieve (including a lot of high 1020s sal« in &ptember) the originator community still faces a challenging 
enviromnent: 

* EPDOs □ the topic of the yearcaitinuestohithaid. Compared to last year average frequencies are up four-fold from 1% 
to 4% and the reprice dis«>unt has moved from 5-10 points to 15-20 points given die worse housing environment. At the end of the 
day, EPDDs have cost originators as much as 50 0 100 bps in gain on sale and driven some of the lesser-capitalized companies out of 
business completely. 

* Volume □ down across the boaid for the third quarter and the oullookOs not better as we move into the dry season. We 
continue to see an interesting duration component to volume moves in the subprime market due to the longer lag in passing rate moves 
through to the rate sheet As All-A rate sheets adjust down in rate faster some of the higher FICO subprime borrowers drift back up to 
the Alt- A pipeline. We saw the opposite through much of last year and temporarily in June of this year where many of the liminai 
borrowers took out subprime loans at more competitive rates than were available in AU-A space and kept subprime volumes robust. 

* Competitive Pressures 0 with excess capacity still impacting cost to produce, it feels like the lean right now is still 
towards dropping rates further to stem declining volumes. That move without further rsJly in the rate market, or inaction in the event 
of an uptick in rates could push loan prices buck below 102. That might tilt the balance back towards securitization and away from 
loan sales for some larger originators. 


On the loan credit front we continue to see guideline improvements driven by the drive to eradicate EPDDs; 

* No smoking gun □ there have been some obvious trotds among lower FICO, higher CLTV borrowers (especially first 
time home buyers), but other correlations have been frustratingly weak on the EPD front. The hard matrix tightening (FICO/CLTV) 
from earlier in the year has been reinforced with additional soft guideline improvements including further restrictions on credit depth, 
payment shock, verification of rental history, and disposable income. Heightened focus on appraisal, income, and occupancy fraud 
will help as well, Overall the EPD scalpel has had to be much blunter than anticipated, but the economics continue to force the cuts 
despite the hit to volume. 

* Due diligence credit drops remain steady □ while our pul! through rates have fallen to the 90% area, the uptick in drops 
continues to be driven by property value fails. We remain focused on appraisals with aged comps, condos, and properties listed for 
sale. On the credit side we see more of our drops concentrated in overstated incomes. 

* Rating agencies continue to demand more credit support □ enhancement levels continue to rise in step with more 
consavative views on housing prices. 
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Trends across securitizations: 

* Program tiering □ performmice disparities between ]Ht>grams have lead to more name tiering at the lower end of the 
capital structure. More attention is focused on hard credit enhaocemrat leveb as derivative sizing has varied across shelves. Servicer 
focus has increased as well as investors look to potentially tougher reset environments. 

* Spreads 0 demand technicals remain stnmg amo^ flie c^^ital ^n»:ture. AAA spreads have held firm as demand remains 
strong for both passthrough and sequential executions. AA sequoiti^ haw pidced op steam driven by money managers on the front 
end and CDOOsontheback. BBB cash spreads have widoied and bectsoe more sensitive to synthetics as CDOs have become more 
indifferent to cash vs. synthetics and investors have become more positive to deal triggers. 

* Equity interest □ a number of new ecpiity partic^antshave entered the market as the street has looked to share some of 
their accumulated risk. Liquidity has been encouraging as recojt bid lists have been well supported. 


Disclaimer; 

(C) Copyright 2006 The Goldman Sachs Group, Inc. AH rights reserved. 

See http://www.gs.com/disclaimer/email-salesandirading.html for important risk disclosure, conflicts of interest and other terais 
and conditions relating to this e-mail and your reliance on informatimi contained in it This message may contain confidential or 
privileged information. If you are not the inten<ted recipient, please advise us immediately and delete this message. See 
http://www.gS-Com/disclaimer/email/ for further infonnation on confidentialiW and the risks of non -secure electronic communication. 
If you cannot access these links, please notify us by reply message and we will send the contents to you. 
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From: Schneider, David C, 

Sent: Tuesday, February 26 , 2008 3;18 PM 

To: Beck, David <david,beck@\vamu.n^>; B^^s, Jdsn <john.berens@waniu,net> 

Cc: Gulick, Alan K. <aian,guJick@wamu.net>; Potol^y, Doug <doug.potolsky@wamu,net> 

Subject: RE: Screen shot 


Ok - thanks 
ds 

Are we sure there isn’t a reporting issue? 


From: Beck, David 

Sent: Tuesday, February 26, 2008 12:17 PM 
To: Schneider, David C.; Berens, 3c^n 
Cc: Gulick, Alan K.; Potolsky, Doug 
Subject: RE: Screen shot 

Yes (ughh!) we are doing some peer group performance and looking at the servicing data with 
Tim Lynch’s help and putting together an analysis. The author “Mish" Mishkin is a part 
time photographer and self proclaimed investment guru. He’s got a blog and therefore a 
public podium and therefore credibility? 


The collateral is full of limited doc layered risk alt a paper and at least half is TPO. The 
performance is not great but my opinion is not a WaMu specific issue. 


From: Schneider, David C. 

Sent; Tuesday, February 26, 2008 3:01 PM 
To; Beck, David; Berens, John 
Cc: Gulick, Alan K. 

Subject: FW: Screen shot 

Thoughts? 


From: Cbrcoran, James 
Sent: Tuesday, February 26, 2008 11:53 AM 
To: Schneider, David C.; Cathcart, Ron 
Subject: FW: Screen shot 

FYI> This is something you will want to track down if legitimate, James 


From; Alexander, David L. 

Sent: Tuesday, February 26, 2008 11:08 AM 

To; Corcoran, James; Eccles, Cblin; Brandeberry, Mike E. 

Subject: Screen shot 

I don't know how auttientic this is or if it is truly WaMu internal screen shot. 

Dawd L. Alexander 

I Permanent Subcoronttttee on Investigations l 

Confidential Treatment Requested b>' JPMC jPM_WM02445758 
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SVP, Human Resources 4 Brand Zeatot 
Retail Bank \ WaMu 
David.L.Alexander@wamu.net 
206 500-2001 \ 206 377-3017 Fax 
206 500-2001 \ 206 377-3017 Fax 

Evidence of “Walkino Awav” }n WaMu Mortgage Pool 

HoweSfreet.com - Vancouver, British ColurrS»a, Canada 

A friend of mine who goes by name "CS" sent me frjis screen shot of a particular Washington Mutual 
(WM) Ait-A mortgage pool known as VMPU ^7-0C1. 

See all stones on this topac 
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wm-alta-pool.png (image) 
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tvidence of "Walking Away” In WaMu Mortgage Pool 

A friend of mine who goes by narre "GS" sent me this screen shot of a particular Washington Mutual f'vVM) All- A 
iTortgage pool known as WMAL T 2007-0C1 . Let’s take a look tc- see 'wna* we can see. 
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Click on chart for sharper image. 

You might want to open it up in a new window to follow along with ttie discussion below 

The chart shows performance by month since July. 2007 Rows 2-6 are delinquencies through REO (Real Estate 
Owned) In theory, this should work like an assembly line Mortgages enter 30 days delinquent, the next month th 
subset goes into 60 days, then 90 days, then foreclosure then REO. It's a process that takes time, 

Look at this most recent jump from December 2007 to January. 2008 Foreclosures increased a whopping 4 .92' 
yet in December, 2007 the 90 days delinquent bucket was only 3.79% (If every 90 day delinquent loan went to 
foreclosure, the jump would only have been 3.79%) How coukJ this happen? The evidence suggests that people 
are walking away 30 days or 60 days delinquent without even waiting for foreclosure 

Other Interesting Aspects Of This Cesspool 

Note the credit score line The FICO score for this mortgage poo! is 705. TTiose interested in what makes up a 
FICO score can find out at myFlCO. Bankrate Com notes offers diverse opinions on what a good FICO scort 
is 


While 705 is not sterling, it's not exactly swiss cheese either. Yet in a mere six months (sines July), in spite of 
reasonable FICO scores, foreclosures have gone from 0% to a whopping 13.17% of the entire pool. Has the FIC 
model gone haywire or is something else hap^ni-ng (such as walking away). Most likely it is a combination of bo 
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^lish's Global Economic Trend Analysis; Evidence of "WaUdi^ Away"... ltflp://gjobaleconomicanalysis.blogspot-com/2008/02/evidence-of-wal... 


This is a relatively new pool. The issue date v«»s a May, 2007. Common wisdom suggests that it is mortgage 
vintages from 2004-2006 from those buyir^ near flie real estate peak that are most in trouble. This pool is biowir 
sky high in 8 months flat. 

Inquiring rr^nds rray be asking about lines 7 and 8 as well as the GEO lines at the bottom of the screen shot. 

• Line 7 is the sum of lines 3 throL^h 6 (anyttiing 60 days late or greater plus all previous forectosures and 
REOs) 

• Line 8 is the sum of lines 4 through 6 (anyttiir^ 90 cteiys late or greater plus all F»-evious foreclosures and 
• REOs). 

• The GEO lines (geographic distribution) showtWs pool is 48% California and 14% Florida, 

WMALT 2007-OC1 A1 is a securiti^d mortgage-backed security issued in May, 2007. Following are the 
breakdowns and ratings from the prospech^. 

Initial Principle Balances By Class 


CIsSBf 

.Appruxiinak* 
Inilin] Cias$ 
ihincipui 
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.Annual 
CertlHcatc 
tnt«rc!4 Rule 

Type 

A-1 

$2SIJ,(M».0Q0 

Variahlc^l) 

SeniofrtJBOR 

A-2 

89,(J644[X)0 

Variab}cf2) 

Scntoi/LIBOR 

A-3 

42,693^10 

Variablc(3) 

SemooT.IBOR 

A-4 

33471,000 

Variable(4) 

Senioi/LIBOR 

A-$ 

60.741,000 

Variable(5) 

SryMezz./UBOR 

M.J 

8407.000 

VisiabiefO) 

S<4Kirdinirtc/LtB(^ 

M-3 

7468,000 

Vaiiable(7) 

SiirndinalerLIBOR 
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Stitordmaic/LIBOR 

M-4 

3.894.000 

VBriiU>le(9) 

Sub<mliniileri.fBOR 

M-S 

3.6X000 

VariabledO) 

Si4K>rdmatc/L.IB(^ 

M4 

2496.000 

VariabledI) 

Subordinatc/LIBOR 

B-! 

2496.000 

Variablc{l2> 

St^rdinateA.iBOR 

B-2 

3496.000 

Vanablc<l3) 

SuBordimileA.IBCW 

B-3 

2496.000 
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S«dK>rdinatc/LIBOR 

R 

100 

(l-S) 
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click on chart for shatper image 


Class Ratings 
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vlish’s GiobaJ Economic Trend Analysis: Evidence of"Wa!kii^Away”... h^://gl<^iecoiK>nacanalysis.blogspot,conv'2008/02/evidence-of-waL.. 


Rating AgeB<y 

Pass S&P .Moody’s 

A-1 AAA Aaa 

A-2 AAA Asa 

A-3 AAA Aaa 

A-4 AAA Aaa 

A'5 AAA Aaa 

M-l AA+ Aal 

M-2.. AA Aal 

M-3 AA Aa3 

AA- At 

A-i- A2 

M-6 A A3 

B-i A- Baal 

BBB Baa2 

B-3 BBB- Baa3 

R. AAA Aaa 


; click on chart for sharper image 

' Let' do (he math. 

• The total pool size is $513,969,100. 

! • $476,069,000 was rated AAA. 

• 92.6% of this cesspool was rated AAA. 

• Yet 1 5% of the whole pool Is in foreclosure or REO after a mere 8 months! 

: In addition, the data suggests that people are not even bothering to wait for delinquencies to hit 90 days. Insteac 
' they are handing over the keys right now. 

Washington Mutual was the underwriter. If you bought a slice of this cesspool from WaMu, are you going to buy 
' their next offering? One final question: Does anyone have any reason to trust any rating from Moody's, Fitch, an 
: theS&P? 

' Mike "Mlsh" Shedlock 
http://globaleconomicanalysis.blogspot.com 
Click Here To Scroll Thru My Recent Post List 

‘ io '~sHflR~E' j'a'n 'j 

' ^dence of "Walking Away" In WaMu Mortgage Pool 

' PostedhijMichaelShedlockat4:i8PM....print-—£mai\ ^ 


Newer Post Home Older Pos 

'Subscribed; _ _...... 
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From: Baker. Todd 

Sent: Tuesday, March 27. 2007 3:51 :22 PM 

To: Killinger. Kerry K.; Roteila, Steve; Casey, Tom; Magteby, Alan F.; Rodriguez, Adrian; Schneider. David 

C. 

Subject; re our discussion yesterday and what the sfreet perception will be 

WaMu subprime ABS deiinquencies top ABX components 


NEW YORK, March 27 (Reuters) - Washington Mutual lnc.^sul^me bwrds are suffering from some of the 
worst rates of delinquency among securities in benchmark indexK, accordng to JPMorgan Chase & Co, 
research, 

Deiinquencies of 60 days or more on loans supporting WaMu’s Long Beach Mortgage LBMLT 2006-1 issue 
jumped 1.78 percentage points according to monthly reporte putfehed this week, to 19 44 percent, 
JPMorgan data shows. The delinquency rate was the highest among d<e 20 bonds in the widely watched 
ABX-HE 06-2 index of bonds backed by residential loansto risky borrowers. 

The average rise in deiinquendes that have sparked a crisis in sut^ime lencSng since last year slowed in 
the March "remittance" reports, JPMorgan said. The average rate for ttie ABX-HE 06-2 index rose 1 .07 
percentage points to 11.91 percent, the smallest increase anc» S^stember, it said. 

Values of some bonds in the $575 billion market have dropp«J sharpy since November as delinquencies 
exceeded expectations and prompted investors to sett bad loans back to lenders. The repurchases have 
overwhelmed lenders, leading Wall Street banks to sever crecfit tiroes and fordng more tfran two dozen 
companies to shutter or sdl businesses. 

Washington Mutual in January said it was voluntarily cutting bade on ite subprime business after its 
mortgage unit posted a $122 million fourth-quarter loss. Like other lenders, it has since last year been 
tightening underwriting standards to bolster the quality of the loans. Chief Executive Kerry Kiliinger said in a 
January conference call. 

WaMu originated $26.6 billion in subprime mortgage loans last year, making it the 1 1th largest lender in the 
sector topped by HSBC Finance, New Century Financial Coip, and Countrywide FinarKiai Corp., according 
to UBS AG research. 

A spokesman for Seattle-based Washington Mutual dedined to comment. 

Long Beach's LBMLT 2006-6 bond also had the most dehnquendes in the newer, ABX-HE 07-1 index, at 
11,11 percent. In the ABX 06-1 index, delinquencies on Long Beach's LBMLT 2005-\MJ2 bond reached 
15.19 percent, second to the 15,82 percent on Bear Stearns Cos.' BSABS 2005-HE11. 

In the ABX-Oe-2 index, JPMorgan's JPMAC 2006-FRE1 subprime bond had the second-highest delinquency 
rate of 17,34 percent. It was followed by the 16.49 percent rate on Bear Stearns's BSABS 2006-HE3. 
({Reporting by Al Yoor^; editing by Andrea Ricd; Reuters Messaging: a!bert.yoon.reuters.com@reuter5.ret; 
Email; atbert.yoon@reuters.com; +1 646-223-6347)) 


Todd Baker 

Executive Vice President - Corporate Strategy & Development 
Washington Mutual Inc. 

1301 Second Avenue, WMC 3301 
Seattle, WA 98101 
(206) 500-4191 (phone) 

(206) 377-2496 (fax) 
todd,baker(@wamu,net 

**Note my contact information Is updated as of September 5, 2006. Please update your contact 
information so we don't lose touch. 


Permanent Subcommittee on Investigations 

EXHIBIT #52 
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TlEWAIlSffiiH’JOimL 


Corporate Focus 

WaMu Leads in Risky Type of Lending — Analysis Shows Thrift Makes Frequent Loans For Investment 
Homes 

By James R. Hagerty and Ann Carrns 

618 words 

17 April 2007 

The Wall Street Journal 

J 

A8 

English 

(Copyright (c) 2007, Dow Jones & Company, Inc.) 

Among the top Rve U.S, home-mortgage lenders, Washington Mutual Inc. last year made the highest percentage 
of loans to investors or second-home buyers, according to a Wall Street Journal analysis of data filed with banking 
regulators. Such loans are generally considered riskier than those to owner occupants. 

The analysis also showed Cftiaroup Inc. and VVaMu had the highest concentrations of loans with high interest 
rates, which are generally subprime niortgages, or home loans made to those with weak credit records or high 
debt in relation to income. 

The data show 15% of the loans WaMu originated last year were backed by homes that weren't the borrower's 
principal residence. That compares with 13% at Countrywide Financial Corp., 11% at Wejls Fargo SfCp;, 9% at J.P. 
5% at Citigroup. 

Loans for Investment properties carry more risk because borrowers are more likely to abandon an unsuccessful 
Investment than stop meeting payments on their primary homes. Many loans to investors are option adjustable- 
rate mortgages, which give borrowers the choice of payment levels each month, including one that covers only 
part of the interest and no principal. 

Such minimal payments can be "perfect for speculators," who hope to sell the home quickly and so aren't 
concerned about paying down the loan balance, said Robert Lacourslere, an analyst at Banc of America Securities 
In New York. A .WaMu spokesman said the company’s lending standards "are tighter for investor properties and 
second homes." 

It is unclear how many of these loans the tenders kept on their books or instead sold to other financial investors. 

In any case, a lender can be hurt by a bad loan even if It has been sold. For one thing, the investor can sometimes 
force the lender to repurchase it. Also, if a lender develops a reputation for making lots of bad loans, the lender 
gets iower bids for future loans it wants to sell. 

More dues on Washington Mutual’s mortgage business will come today when the Seattle thrift reports first-quarter 
results after the market closes. Some analysts have lowered their expectations. Credit Suisse analyst Moshe 
Orenbuch, who slashed his 2007 projections for .WaMu to $3 a share from $3.70, noted in an April 5 report that 
rising defaults on subprime loans will have "serious ramifications" for some lenders. He rates WaMu shares 
"neutral." 

Nineteen analysts surveyed by Thomson Financial project WaMu to report first-quarter profit of 84 cents a share, 
down from 98 cents a year earlier, .WaMu shares are down 10% since the beginning of the year, compared with a 
3% decline in the Dow Jones Wilshire U.S. Banks Index. 

The loan data are filed by lenders annually under the Home Mortgage Disclosure Act, known as HMDA. Lenders are 
required to report which of their loans carried interest rates exceeding certain thresholds. For first-lien loans, the 
lenders must note which loans carry interest rates that exceed the yield on comparabie Treasury securities by at 
least three percentage points. For subordinate-iien loans, the threshold is five percentage points overTreasurys. 

I Permanent Subcommittee on Investigationsl 
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As of mid-December, a 30-year, first-lien mortgage with an annual percentage rate of 7.72% or higher would fall 
into this high-cost category. At Citigroup, 32% of loans made In 2006 exceeded the interest-rate thresholds. That 
compares with 29% at WaMu^ 25% at Countrywide, and 19% at both Chase and Wells Fargo. 


Alison Van Camp contributed to this article. 


Home Economics 

Portion of each company's 
home-mortgage loans originated, 2006 
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From: Morris, Loren <Loren.Morris@^.cora> 

Sent: Saturday. March 3 1 , 2007 9:48 AM 

To: Potolsky, Doug<doug-potolsky@wamu.net> 

Subject: Re; Long Beach branch break down 


I = Redacted by the Permanent 
Subcommittee on Investigations: 


Thank you Doug, we will send out the first resposes next and cqjy you. 

Original Message 

From: Potolsky, Doug <doug.potolsky@'wamu.net> 

To: Morris, Loren 

Cc; Potolsky@gs.com <Poto!sky@gs.com> 

Sent: Fri Mar 30 15:27:50 2007 

Subject: RE: Long Beach branch bre^ down 

Loren, I look forward to receiving the results of your “deeper dive”. Upon receipt we will review' and respond. Thanks... Doug. 


Doug Potolsky 
Capital Markets 
Washington Mutual 


623 Fifth Ave. 17 FI, 

NY, NY 10022 
212-702^1^ 
20l||^mCce!l) 
dou^^^^fsk)’@w'arau.net 


From: Moms, Loren [mailto J|^[B|| »5i,gs.com l 
Sent; Thursday. March 1 5, 2(W 4:23 PM 
To: Morris, Loren; Potolsk 7 , Doug 
Subject: RE: Long Beach l^anch break down 


Doug, any update on your review of this branch office information? 

Also, we are reviewing your responses and documentation sent pursuant to Goldman's repurchase claim of 1 0/30/07. In an effort to 
adequately respond to Long Beach's denial of all claims, we are compelled to do a de^>er review. We are seeing cases of serious and 
materia) misrepresentations, sometimes called mortgage fraud. As we have a number to gel through, we will be reasserting the 
repurchase demands with the additional information on a flow basis as completed. Thank you. Loren 


From: Morris, Loren 

Sent; Tuesday, February 27, 2007 4:49 PM 
To: 'Potolsly, Doug' 

Subject: FW: Long Beach branch break down 

Doug, per my previous conversations and email, attached is a branch break down of loans. In the Gsamp06S3 deal, we have 1 ,534 
delinquent Long Beach loans, of which we have the branch code on 645 loans. Of the 645 delinquent loans. 57 loans are from branch 
f7891 (9% of the total). 327 or50®/o of the delinquent loans came from 11 offices. These 11 offices represent 18H of the 60 offices 
listed. This is something you may wish to review, 1 look forward to your thoughts. Thanks 


From; Carter, Lauren 

Sent: Tuesday, Frtiruary 27, 2007 3:30 PM 

To: Morris, Loren 

Subject; Long Beach branch break down 


I Permanent Subcoinmittet on Investigations ! 
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Attached is the branch level break down, 645 loans 
Let me know if you need more information 
Lauren 

« File: Long beach branch breakdown.xls » 
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From: Morris, Loren <^||||||p||||^^ 

Sent: Tuesday, May 29, 2007 5:00 PM 

To: Potolsky, Doug <doug.potolsky@wamu.net> 

Subject: FW: Repurchase Requests - initially denied WaMu 


- Redacted by the Permanent 
.^^^hcommiuee on Investigations 


Sorry, i misspelled your name. Here is the email. Thanks 


From: Moiris, Loren 

Sent; Friday, May 25, 2007 12:55 PM 

To; 'GM Recourse & Recovery'; Hernandez, Sarah; ‘dawn.lehrmann@wamu.net’ 

Cc: Liepoid, Christina; Murray, Kelli; Herrera. Lina M.; Parkinson, David; 'doug.potowsky@wamu.com' 

Subject: RE: Repurchase Requests - initially dented WaMu 

Dawn, we appreciate your groups’ involvement in the repurchase process on behalf of WaMu and Long Beach. We 
look forward to worWng closely with you and your group to satisfactorily resolve all repurchase claims. 

As discussed with Doug Potowsky, we wish to lay the foundation for collaboration between Goldman and WaMu to 
facilitate the repurchase process. 

V\fith that goal, let me respond to your email vwth ttte scope of activity we are addressing; 

1 . We have received and reviewed the documents forwarded by WaMu in response to our October 30, 2006 
repurchase demand (consisting of 77 loans). . . . 

We have found 28 of the original population to contain material rrtisrepresentatlons and remain subject to 
repurchase. We will be sending the rebuttal letter with additional documentation on 24 of those loans shortly. You 
should have our rebuttal letter on 4 of those loans by tetter dated April 19. 2007. 


2. We have another population of 25 second lien loar»s that have been charged off and that contain material 
misrepresentations.They too will be the subject of a repurchase tetter. 


3, We wll be reviewing approximately 600 loans that have been charged off. Further, we will be reviewing the 
approximately 100 second lien loans per month that continue to roll to charge off. 

4, We are in the process of reviewing approximately 2000 second lien loans (pre-charge off)- We anticipate that 
approximately 40% of this population wilt have material Issues subject to repurchase. 

Generally, the issues we see that are deemed material ntisrepresentations consist of straw buyers and undisclosed 
real estate liens and other debts. To a lesser degree, we see material guideline variances, such as less than the 
required trade lines. 


We beSeve it will benefit both organizations to work together to create a "flow" frame work to direct the review and 
vetting process. For example, we would like to discuss the type of issues that are material, the type of 
documentation required to evidence the issue and the vetting process. We suggest that our team works directly 
with your group In your offices in Jacksonville, FL to facilitate the vetting process. 


1 will be your primary contact 
group. 


and can be reached at; 72 


i look forward to working with Doug and your 


TTiank you, Loren Morris 


From; GM Recourse & Recovery [mailto:recoufse.recoverY@wamu.net3 
Sent; Friday, May 25, 2007 9:33 AM 
To: Hernandez, Sarah 

Cc: Liepoid, Christina; Morris, Loren; Murray, Kelli; Herrera, Lina M. 
Subject: RE: Repurchase R equests - initially denied 
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Redacted by the Permanent 
Subcommittee on Investigations 

Sarah, 

Thank you for the tetter that was provided to GS. Many of fte requests were due, in part, to missing 
documents. We were advised that the Mahdm group had forwarded at! of the missing documents to 
Goldman Sachs. Did GS receive ttie missing dots? If so, are the missing doc portions of the demands 
cleared? 


Dawn Lehrmann 

Repurchase Bi Recourse Administration 
Maiistop JAXA1090 

904.886.1504 direct, 904.886.1502 fax 
dawn.lehrmann@wamu.net 


From: Hernandez, Sarah [mailto:UH|^^B||^gs.com] 

Sent: Thursday, May 24, 2007 5:2^^^^^^^^ 

To: GM Recourse & Recovery 

Cc: Liepold, Christina; Morris, Loren; Murray, Kelli; Herrera, Una M. 
Subject: FW: Repurchase Requ^ts - initially denied 


Hi Dawn, 

Christina has forwarded your e-mail to me for response as she is currently out of the office. 

Please find attached the letter that WaMu provided in response to the repurchase request letter dated 
October 30, 2006. Let me know if you are looking for something in addition to what is attached. 


Best regards, 

Sarah 

«66359_02282007_1 652 1 8_GSFXCOP29AS_8.tif>> 
Sarah Hernandez 

( 727 )^^^ 


© Copyright 2007 The Goldman Sachs Group. Inc. All rights reserved. See 

httD:/Avww.as.com/disclaimer/email-satesandtradinQ.html for Important risk disclosure, conflicts of interest 
and other terms and conditions relaSng to this e-mail and your reliance on information contained in it. This 
message may contain confidential or privileged information. If you are not the intended recipient, please 
advise us immediately and delete this message. See http://www.qs.com/discialmer/emai!/ for fijrther 
information on confidentiality and the risks of non-secure electronic communication, if you cannot access 
these links, please notify us by reply message and we will send the contents to you. 


— Original Message — 

From: GM Recourse & Recovery <> 

To: Liepold, Christina 

Sent: Thu May 24 16:12:52 2007 

Subject: RE: Repurchase Requests - initially denied 
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= Redacted by the Permanent | 

Subcomm ittee on Investig^ ons 

Christina, 

I am sending this e-maii as a follow-up to ttie vwcemail t left for you today. Per the e-mai! below dated 
05/14/07 please advise as to what the WaMu Anaheim group had provided to Goldman Sachs as a denial. 
Where the demand reflerted a missing doc, WaMu provided it. Did Goldman receive the documents? Also, 
for the non-documents demands, we have deteiled descriptions for the denials, and would like to ensure that 
Goldman Sachs reviews the loan level denials. Please let me know what Goldman Sachs has received thus 
fer. 

If you are not the correct person for this comrmiracafion please let me know, as we would like to get these 
issues resolved as soon as possible. 

Thank you, 

Dawn Lehrmann 

Repurchase & Recourse Administration 
Maiistop JAXA1 090 
904.886.1504 direct, 904.886.1502 fax 
dawn.lehrmann@wamu.net 


From; Lehrmann. Dawn M. 

Sent: Monday, May 14, 2007 11:49 AM 


To: christina.liepotd@i 


Subject: Repurchase Requests - initially denied 


Christina, 

Washington Mutual received your tetter dated 04/19/07 reflecting a list of loans that Goldman Sachs states 
is outstanding with Washington Mutual. These demands transitioned from the Anaheim. CA office to the 
Jacksonville. FL office. We are trying to determine where both companies deem these requests. In your 
letter you state; “After further reviewing our purchased Mortgage Loans from Seller pursuant to said 
Agreement, and in light of your response declining our repurchase demand...* Did Washington Mutual 
provide Goldman Sachs with a “collective" denial with no specific loan-level reason for the denial? If so, 
WaMu will provide the specific loan-level reesons as to why we denied the demand. Please let me know 
either way. 


Thank you. 

Dawn Lehrmann, Officer 


Spec Ill-Credit Services 


Repurchase & Recourse Administration 


Washington Mutual 


7255 Baymeadows Way. Maiistop JAXA1090 


Jacteonville, FL 32256 
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904.886.1504 direct. 904.886.1502 fax 
dawn, iehrmann@wamu.net 

nils communication may contain privileged or other confidentiai information. If you have received it in error, 
please advise the sender by reply email and Inwnediately delete the message and any attachments without 
copying or disclosing the contend. Thank you. 
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From: 

Sent: 

To; 

Cc: 

Subject: 


Morris, Loren <|||m|||m||P^gs.com> 

Tuesday, July 10, 2007 3:40 PM 

Kelley, Sandy L, <sandy.kelley@wamu.net> 

Lehrmann, Dawn M, <dawn.lehrmfflm@wamu.net>; Potolsky, Doug 
<doug.potoisky@wamu-net> 

REiGoldman Repurchase demands- Samuel,FardaIes,Williams, Oilier 


• = Redacted by the Permanent 
Subcommittee on Investigation 


Does 1 0:30 or 1 1 :00 tomorrow work for you? We wall send you comments back. 

However, more importantly, we need to have a broader conversation regarding the allegations in the claims and WaMu's 
responses. 

Generally, these 4 loans represent documented arwl material misrepresentarions. The supporting information includes 
such things as bankruptcy petitions that cover the time frame of the origination of the loan, borrower affidavite and other 
supporting documents evidence that, among other ttrings. indicate undisclosed properties and fabricated jobs and 
income. 

Further, the DU is materially affected as well as the entire underwriting process. It is impossible to underwrite untrue 
statements. 

All of these things have an adverse and material affect on the loan. Had these issues been been truthfully disclosed, they 
may have affected the purchase and at the very least, the price of the loan. Whether payments were made on a loan is 
irrelevant. The timing of the claims is always within a reasonable time after discovery. No other duty is owed. 

Moreover, to the extent that you believe that the supporting documentation is not sufficient to prove the misrepresentation, 
we welcome your new supporting information to indicate that we are incorrect. 

We need to discuss the approach. As we discussed early on, we need to communicate effectively and in good feith. If 
loans such as tiiese four are rejected, I doni see the need to virait for 100 more rejections before we talk. 

Thank you. 


From; Kelley, Sandy L, [m3ilto:sandy.keiley@wamu.net3 
Sent: Tuesday, July 10, 2007 2:59 PM 
To; Morris, Loren 

Subject: RE; New demand from Goldman - Torres 

Importance: High 

Loren, I haven't had the opportunity to call you back yet today but it would be helpful to me if we could setup the 
call for tomorrow. Let me know what time is convenient for you. In the interim, it would be appreciated If you could 
provide me wifo your written comments/concems (via email) regarding the rebuttals recently sent so that I can 
review prior to the call. Thank you. 


Sandy Kaliay, Claim Specialist III 
Reporehasa & Recourse Administralion 

Washington Mutual 

7255 Baymeadows Vtfeiy, Mail Stop JAXA 1090 
JacKsonviRe, FL 32256 
(904) S86-1 503 direct, (904) 886.1502 fax 
sandy. kelley(^«vaiTiu,net 
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mmmmmm = Redacted by the Permanent 

From: Morris, Loren [mailtD:fmi|H|fegs.(x>m] 

Sent! Monday, July 09, 2007 4:37 PM 
To: Lehrmann, Dawn M.; Kelley, Sandy L. 

Cc: Goiria, Jason 

Subject: RE: New demand from Goldman • Torres 

Left message for Sandy. I look forward to discussing the ^edfics as well as WaMu's approach to common 
allegations and prove generally. Your approadi on th^e material allegations is concerning. Thanks 


From: Lehrmann, Dawn M. [maito:dawn.lehrmann@wamu.net] 

Sent: Monday, July 09, 2007 3:16 PM 
To; Morris, Loren; Kelley, Sandy L. 

Cc; Goitia, Jason 

Subject: RE: New demand from Goldman - Tones 

Thanks, Loren, I will wait for Jason's response on the Torres loan. 

As far as the 4 rebuttals that you recwved from Sandy, please contact her directly to discuss. 


Dawn Lehrmann 

Repurchase 8t Recourse Administration 
Mailstop JAXA1090 

904.886.1504 direct, 904.886.1502 fax 
dBwn.iehrmBnn@wamu.net 


From: Morris, Loren [maitto:^mi||Hpgs.com] 

Sent: Monday, July 09, 2007 2:41 PM 
To: Lehrmann, Dawn M. 

Cc: Goitia, Jason 

Subject: RE: New demand from Goldman - Torres 

Dawn, Jason will assist on this. Also, I would like to have a call with you to discuss the 4 rebuttals we 
recently received. What is a good time? They are all from Sandy Kelly, but wish to discuss the approach of 
certain issues and the support provided. 

Thanks 


From; Ldirmann, Dawn M. {maitto:dawn.lehrmann@wamu.net] 

Sent; Monday, July 09, 2007 12:54 PM 
To: Morris, Loren 

Subject: New demand from Goldman - Torres 
Hi Loren, 

We received a demand from Goldman Sachs f or the Torres loan. TTj^oyer sheet reflects different 
information PB; jHIIPIthan the backup 

Schedule A 

Please advise which loan WaMin^^e reviewing. 
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«Scan001.pdf» 

Dawn Lshrmann, Officer 
Spec in-Credit Services 
Repurchase & Recourse Administration 
Washington Mutual 

7255 Baymeadows Way, Maiistop 3AXA1090 
jacksonville, R. 32256 
904.886.1504 direct, 904,886.1502 fax 
dawn.lehrmBnn@wamu.net 

This communication may contain priviteged or other confidential Information. If you have received it in error, please 
advise the sender by reply email and immediately delete the message and any attachments without copying or 
disclosing the contents. Thank you. 
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From; Chen, Youyi 

Sent: Friday, August 03, 2007 5:37:52 PM 

To: Rossi, Clifford; Haines, Troy L; Boyte, Hugh F.; Mattey, Joseph; Bates. Timothy; Fratantoni, Michael 

C.; DIugosz, Maciek; Feltgen, C^ryi A.; VWIiams. Robert J.; Beck, David; Potoisky, Doug; Shaw, 
Robert H.; Jaske, Andrew 
Subject: Scenarios 

Attachments: 09-2006 portfolio_review_HPScenarios_a.ppt 

As we are brainstorming the scenarios, this may be useftil information as a starting point. 

We did this last year, right at the dawn of credit storm. A few t^hfighte 

1 . Page 8 shows the most Sevier HPi in modem hl^wy, A 20% down in HPA. From today’s meeting, i understand 
that we don’t have the courage to evaluate Bite scenario. 

2. Page 10 show the background on our 'local recession scenario* presented on ALCO. About 13% cumulative 
down. 


3. Page 21 shows potential imparts and offset of prepayment and credit. We are evaluating the speeds used in MSR 
valuation ttiis quarter. It was a scenario back then. It’s a real thing now. 


4. Page 28 shows the impact to a large portion of WMl balance sheet. History will tel! us how much we were off in 
that report. But, 1 am going down to Jacksonville Monday with an army - trying to change the history! 

Regards, 

Youyi 



09-2006 

portfolio_review HPS^arios 
(589 kB) 
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From: 

Sent: 

To: 


Cc: 


Subject: 


Beck, David 

Thursday, May 29, 2008 9:10 AM 

Schneider, David C, <david.schne3dw@wamu.net>; Baker, Todd 
<todd.baker@wamu.net>; Magl^y, AlanF. <^an.magleby@wamu.net>; Woods, John 
F. <john-woods@wamu.net>; White, Don <don.wdiit^wamu,net> 

McMurray, John <john.mcmurray@wamu.net>; Brennan, Carey 
<carey.brennan@'wamu.net>; Ca^, T<Mn <tom.casey@wainu.net>; Rotella, Steve 
<steve.roteIIa@wamu.net>; IGllinger, Kerry K. <kerry.killinger@wamu,net>; 
Rodriguez, Adrian <adrian.rodri^e 2 @wamu.net>; Kipkalov, Sasha V. 
<alexander.kipkalov@wamu.net> 

RE: WSJ on repurchases-llikely will lead to some IR questions although we are not 
mentioned 


Below please find an executive summary of WaMu’s repurchase history and process. Repurchase requests 
are cyclical and we expect they vriil remain elevated for another year. 

Doug Potoisky oversees the Repurchase and Recovery team as part of his Capital Markerts responsibilihes. 

He was the lead developer of the 7-step process outlined below and is the main business contact for Roily 
Jurgens vriien establishing and updating quarlerty the Repurchase Reserve. Joyce Mizerak works for Doug 
and is responsible for the day to day management of the repurchase and recovery team described below. To 
the extent you cannot reach me with questions and need immediate help, please contact Doug or Joyce. 

FINANCIAL OVERVIEW 

Repurchases result from both internal and external requests. Externally, repurchase requests come from 
private investors, trustees and the GSEs. Internally, repurchase requests come from risk mitigation findings 
and proactive Quality Control (7 Step process). Requests are from Subprime, Prime and Conduit securitization 
and whole loan sale transactions. In 2007 WAMU repurchased $344MM in loans (37% repurchase rate), and 
YTD 2008 WAMU repurchased $193MM (42% repurchase rate). The chart below provides further detail on 
channel composition and P&L impact; 



Long Beach* 

Pnme"* 

Conduit 

TOTAL 






Year 2007: 

183.7 

152 

8.4 

344.1 

2007 P&L Impact: 

53.7 

68.3 

8,3 

130.4 

YTD April 2008; 

89.6 

94 

9.3 

192.9 

2008 P&L Impact; 

75.2 

5.30 

- 

80,5 

•Yew 2007 contains EPD 
••Mostly GSE related 


PROCESS OVERVIEW 

Repurchases are processed through the 7 step process and standard procedures as follows: 

• 7 Step process - developed (Q1 2007) in response to increasing levels of investor inquiries and 

repurchase requests with respect to the subprime (LB) securitizations. The process was devefoped to 
be proactive, consistent and scalable and to provide for QC on an adverse population of defaulted 
loans. Loans are reviewed for repurchase pursuant to the covenants of the Purchase and Sale 
Agreement (PSA) including materiality of breach and adverse impact to the loan. WAMU has reviewed 
the process and the results with our Investors and our Trustee and feedback has been positive. The 



1 Permanent Subcommittee on InvestiBationsI 


Confidential Treatment Requested by JPMC 

1 EXHIBIT #56 1 

JPM_WM02479I52 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00704 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 





ph44585 on D330-44585-7600 with DISTILLER 


693 


majority of subprime repurchases are the result of this process. 

• Standard Procedure -.individual repuri^ase requests come from external sources and internal 
referrals(fraud findings by the Risk Mitigation grcwp). Loans are reviewed for repurchase pursuant to 
the covenants of the relevant Purchase and Sale Agreements (PSA) according to the standards of 
materiality arid adverse impact. The GSE seller contracts do not contain a materiality standard to 
require repurchase and rebuttals are limited. 

• Recoveries - recoveries against third parties (conduit sellers and correspondents) are pursued as a 
result of indernnifications or rep and wairanties. 2008 YTD recoveries are slightly over $7 million. 

REPURCHASE RESERVE OVERVIEW 

Reserve Process - Reserves are held on sold loans: reviewed monthly and trued up on a quarterly basis . 

• Subprime Loans: Reserves are based on historical repurchase rate and age of loans. Reserve 
calculations are specific to transaction type, i.e., securities, v\*ole loans or non-performing assets. 
Current reserve for subprime as of April, 2008 stands at $ 94.2 million. 

• Prime Loans: Reserves on prime loans are calculated as 1.4% of outstandings. Current reserve for 
Prime as of April, 2008 stands at $79.6 million. Process is underway to align the Prime loss model 
calculations to be consistent to subprime model. 

RESOURCES AND CURRENT PIPELINE DATA 

Resources 


• Repurchase and Recovery Group is located in Jacksonville, FL 

• There are 25 FTE in the group 

• Direct Expenses for 2008 Plan are $2.6 million 

Trends and Pipeline 
. PRIME: 



SUBPRIME: 
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Repurchase Reasons YTD 2008 


Repurcrese & M^whole hy Ffeasoi - 2008 YlTD 



Bm isretx'esemation 
□UndiscI 0 sed D ^ 
□Arv'aisal 

rogram el^biBty 
■D ^nquertcy trigger 
Bincome 
BUnrsured 
□other 


— Original Message — 

From; Schneider, David C. 

Sent: Tuesday, May 27. 2008 9:27 PM 

To; Baker, Todd; Beck, David; Magleby, Alan F.; Woods, John F. 
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Cc; McMurray, John; Brennan, Carey; Casey. Tom; RoteUa, Steve; Killinger, Kerry K.; Rodriguez, Adrian; 
Kipkaiov, Sasha V. 

Subject: Re: WSJ on repurchases-llikely vwl) lead to some IR questions although we are not mentioned 

Beck is best able to provide an overview. We lo«^ at the reserve each quarter feel like we have a solid 
process, ds 


— Original Message — 

From: Baker, Todd 

To; Beck, David; Magleby, Alan F. 

Cc: Schneider, David C.; McMurray, John; Brennan, Carey; Casey. Tom; Rotella, Steve; Wliinger, Kerry K.; 
Rodriguez, Adrian; Wpkalov, Sasha V. 

Sent: Tue May 27 17:22:40 2008 

Subject: WSJ on repurchases-itikely will lead to some IR questions although we are not mentioned 

Investors Press Lenders on Bad Loans 
Buyers Seek to Force Repurchase by Banks; 

Potential Liability Could Reach Billions 
By RUTH SIMON 
May 28, 2008 

Already burned by bad mortgages on their books, lenders now are feeling rising heat from loans they sold to 
investors. 

Unhappy buyers of subprime mortgages, home-equity loans and other real-estate loans are trying to force 
banks and mortgage companies to repurchase a growing pile of troubled loans, The pressure is the result of 
provisions in many loan sales that require lenders to take back loans that default unusually fast or contained 
mistakes or fraud. 


The potential liability from the growing number of disputed loans could reach billions of dollars, says Paul J. 
Miller Jr., an analyst with Friedman, Billings, Ramsey & Co. Some major lenders are setting aside large 
reserves to cover potential repurchases. 

Countrywide Financial Corp., the largest mortgage lender in the U.S., said in a securities filing this month that 
its estimated liability for such claims climbed to $935 million as of March 31 from $365 million a year earlier. 
Countrywide also took a first-quarter charge of $133 million for claims that already have been paid. 

The fight over mortgages that tenders thought they had largely offloaded is another reminder of the 
deterioration of lending standards that helped contribute to the worst housing bust in decades. 

Such disputes began to emerge publicly In 2006 as large numbers of subprime mortgages began going bad 
shortly after origination. In recent months, these skirmishes have expanded to include home-equity loans and 
mortgages made to borrowers with relatively good credit, as well as subprime loans that went bad after 
borrowers made several payments. 

Many recent loan disputes involve allegations of bogus appraisals, inflated borrower incomes and other 
misrepresentations made at the time the loans were originated. Some of the disputes are spilling into the 
courtroom, and the potential liability is likely to hang over lenders for years. 

Repurchase demands are coming from a wide variety of loan buyers. In a recent conference call with analysts, 
Fannie Mae <http;//onl!ne.wsj.com/quotes/main.html?lype=djn&symbol=FNM> said it is reviewing every loan 
that defaults - and seeking to force lenders to buy back loans that failed to meet promised quality standards. 
Freddie Mac <http://onIine.wsj,com/quotes/main.htm)?type=djn&symboi=FRE> also has seen an increase in 
such claims, a spokeswoman says, adding that most are resolved easily. 

Many of the repurchase requests involve errors in judgment or underwriting rather than outright fraud, says 
Morgan Snyder, a consultant in Fairfax, Va., who works with lenders. 

Additional pressure is coming from bond insurers such as Ambac Financial Group 
<hltp://oniine.wsJ.com/quotes/main,html?type=djn&symbol=ABK> Inc. and MBIA 

<http://oniine.wsj.com/quotes/main.html?type=djn&symbol=MBI> Inc., which guaranteed investment-grade 
securities backed by pools of home-equity loans and lines of credit. In January, Armonk, N.Y.-based MBIA 
began working with forensic experts to scrutinize pools it insured that contained home-equity loans and credit 
lines to borrowers with good credit. ‘There are a significant number of loans that should not have been in these 
pools to begin with," says Mitch Sonkin, MBIA’s head of insured portfolio management. 

Ambac is analyzing 1 7 home-equity-loan deals to see whether it has grounds to demand that banks 
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repurchase loans in those poofs, according to an Ambac spokeswoman. 

Redwood Trust Inc., a mortgage real-estate investment trust m Mill Valley, Calif., said in a recent securities 
filing that it plans to pursue mortgage originators and otf^ers "to the extent it is appropriate to do so" in an effort 
to reduce credit losses. 

Repurchase claims often are resolved by negotiation or through artitration, but a growing number of disputes 
are ending up in court. Since the start of 2007, roughly 20 sudi lawsuits involving repurchase requests of $4 
million or more have been filed in federal courts, according to Navigant Consulting, a management and 
litigation consulting firm. The figures don’t include claims filed In state courts and smaller disputes involving a 
single loan or a handful of mortgages. 

In a lawsuit filed in December in Superior Court in Los Angeles, units of PMl Group 
<http://onIine.wsj.com/quotes/main. html?type=dJn&symbol=PMI> Inc. alleged that VWIC Mortgage Corp. 
breached the "representations and warranties" it made for a pool of subprime loans that were insured by PMl 
in 2007. Within eight months, the delinquency rate for the pool of loans had climbed to 30%, according to the 
suit. The suit also alleges that detailed scrutiny of 120 loans that PM! asked WMC to repurchase found 
evidence of "fraud, errors [and] misrepresentations." 

PMl wants WMC, which was Genera! Electric <http;//online.wsj.com/quotes/main.htm!?type=dJn&symbo!=GE> 
Co.'s subprime-mortgage unit, to buy back the loans or pay damages. Both companies declined to comment 
on the pending suit. 

Lenders may feel pressure to boost reserves for such claims because of the fear they could be sued for not 
properly accounting for potential repurchases, says Laurence Platt, an attorney in Washington. At least three 
lawsuits have been filed by investors who allege that New Century Financial 

<http;//online.wsj.com/quotes/main.htm!?type=djn&symbol=NEW> Coip. and other mortgage lenders 
understated their repurchase reserves, according to Navigant. 


Todd H. Baker 

Executive Vice President - Corporate Strategy & Development 
Washington Mutual Inc. 

1301 Second Avenue, WMC 3301 
Seattle, WA 98101 
(206) 500-4191 (phone) 

(206) 377-2496 (fax) 
todd.baker@wamu.net 
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From: Beck, David 

Sent: Wednesday, June 25, 2008 6;36 PM 

To: Schneider, David C. <david.5chnader@wamu.ne1?'; White, Don 

<don,white@wamu.net>; Woods, John F. <john.woods@wamu.net> 
Cc; Brennan, Carey <carey.brennan@wamu.nel> 

Subject: Re; Repurchase Recommendations W/E 6/20/08 


Lucy and team in jax. 

— Original Message — 

From: Schneider, David C. 

To: Beck, David; White, Don; Woods, John F. 

Cc: Brennan, Carey 

Sent: Wed Jun 25 15:34:28 2008 

Subject: RE: Repurchase Recommendations W/E 6/20/08 

Hard for me to tell these are "stinkers" based on the attached. I'd like to review the process 
with this group during the visit in August. Are they in Flo or Jax? 
ds 

— Original Message — 

From: Beck, David 

Sent: Wednesday, June 25, 2008 3:30 PM 

To: White, Don; Schneider, David C.; Woods, John F. 

Cc: Brennan, Carey 

Subject: Fw: Repurchase Recommendations W/E 6/20/08 

Here’s the batch I got for approval from Lucy this week. Just take 5 minutes to review to get a 
flavor for the type of loans that are making through to actual repurchase. As I said, prime 
deling and foreclosure are increasing rapidly driving the increased reserve. We deny about 
1/2 the requests we get from GSE. The actual loans we do buy back are real stinkers. 

I will definetly be on the Casey call. 

Don and I will find a forum for review of repurchased loans. 

— Original Message — 

From: Snyder, Lucy 

To: Beck, David; Brennan, Carey; Hyde, Arlene M. 

Cc: Potolsky, Doug; Mizerak, Joyce; Conolly, Marc; Young, Tammy L.; Willard, Donna M. 

Sent: Tue Jun 24 13:49:52 2008 

Subject: Repurchase Recommendations W/E 6/20/08 

The loans on the attached spreadsheets have been approved for repurchase by Joyce 
Mizerak and me. Please review the findings and authorize the R&R group to process these 
transactions. If you do not have any additional questions or comments, we will initiate 
repurchase next Tuesday, July 1 , 2008. 

We are presenting 33 Prime loans and 1 WMMSC loan for your consideration. Thank you. 

Lucy Snyder, Vice President 

Manager, Repurchase & Recourse Administration 

Washington Mutual 

7255 Baymeadows Way, Mail Stop JAXA 2090 
Jacksonville, FI 32256 
904-462-1798 direct, 904-462-1803 fax 
lucy.snyder@wamu.net 

«Prime Repurchase 06202008.xls» «WMMSC Repurchase 06202008.xls» 
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11 / 13/2008 


Worst Ten in the Worst Ten 

• The table below sets forth the ten metropolitan areas experiencing the highest rates of 
foreclosure as reported by RealtyTrac (the “Worst Ten” MSAs). Foreclosure rates for sub- 
prime and Alt-A mortgages originated from 2005 through 2007 in these MSAs were computed 
using data from Loan Performance. 


Rank 

MSA 

Non-prime Mortgage 
Foreclosure Rate 

1 1 

Detroit ! 

22.9% 1 

2 i 

Cleveland ; 

21.6% i 

3 1 

Stockton ! 

21.5% j 

4 ! 

Sacramento 

18.0% 1 

5 

' Riverside/San Bernardino 

! 16.1% ! 

6 

, Memphis 

, 15.6% 

7 

' Miami/Fort Lauderdale 

1 14.3% 

8 

; Bakersfield 

; 14.3% 

9 

I Denver 

14.0% 

10 

; Las Vegas 

1 13.9% 1 


• For each of these metro areas, the "Worst Ten" originators were identified; the ten originators 
in each MSA with the largest number of non-prime mortgage foreclosures in the Loan 
Performance database for 2005-2007 originations. 

• Only 21 companies in various combinations (see attached tables for MSA-level details) 
occupy the Worst Ten slots in the Worst Ten metro areas: 


AEGIS FUNDING CORPORATION 
AMERICAN HOME MORTGAGE CORP. 
AMERIQUEST MORTGAGE COMPANY 
ARGENT MORTGAGE COMPANY 
BNC MORTGAGE 
COUNTRYWIDE 
DECISION ONE MORTGAGE 
DELTA FUNDING CORPORATION 
FIELDSTONE MORTGAGE COMPANY 
FIRST FRANKLIN CORPORATION 
FREMONT INVESTMENT & LOAN 


GREENPOINT MORTGAGE FUNDING 
INDYMAC BANK, F.S.B. 

LONG BEACH MORTGAGE CO. 

NEW CENTURY MORTGAGE 
OPTION ONE MORTGAGE CORP 
OWNIT MORTGAGE SOLUTIONS INC. 
PEOPLE'S CHOICE FINANCIAL CORP 
RESMAE MORTGAGE CORPORATION 
WELLS FARGO 
WMC MORTGAGE CORP. 


• Of these 21 firms, 12 were exclusively supervised by the states; overall, such originators 
accounted for nearly 60 percent of non-prime mortgage loans and foreclosures in the Worst 
Ten metro areas in 2005-2007. 

• Only three firms on the list were subject to OCC supen/ision during 2005-2007, and those 
three accounted for fewer than 12 percent of foreclosures in the Worst Ten metro areas. 

• Results for the U.S. as a whole are similar to those for the Worst Ten metropolitan areas. 
OCC-supervised institutions accounted for approximately 12 to 14 percent of the non-prime 
originations; moreover, foreclosure rates for OCC-supervised institutions were markedly lower 
on average than for other types of originators. 
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Index to the Worst Subprime Originators 


Originator 

Supervisor 

Foreclosures In Worst 10 
Metro Areas, based on 
2005-Q7 Originations 

New Century Mortgage Corp. 

State supervised. Subsidiary of publicly-traded REIT, filed 
for bankruptcy in earty 2007. 

14,120 

Long Beach Mortgage Co. 

State and OTS supervised. Affiliate of WAMU, became a 
subsidiary of thrift In earty 2CK)6; dosed in late 2007 / early 
2008. 

11,736 

Argent Mortgage Co. 

State supervised until Citigroup acquired certain assets of 
Argent in 08^7. Merged into CitiMortgage (NB opsub) 
shortly thereafter. 

10,728 

WMC Mortgage Corp. 

State supervised. SubkJiary of General Electric, closed in 
late 2007. 

10,283 

Fremont investment & Loan 

FDIC supervised. California state chartered industrial 
bank. Liquidate, terminated deposit insurance, and 
surrendered d>arter in 2008. 

8,635 

Option One Mortgage Corp. 

State supervised. Subsidiary of H&R Block, closed in late 
2007. 

8,344 

First Franklin Corp. 

OCC supervised. Subsidiary of National City Bank until 
12/06. Sold to Merrill Lynch, dosed in 2008. 

8,037 

Countrywide 

Data includes loans originated by (1) Countrywide Home 
Loans, an FRB supervised entity until 03/07, and an OTS 
supervised entity after 03/07; and (2) Countrywide Bank, 
an OCC supervised entity until 03/07, and an OTS 
supervised entity after 03/07. 

4,736 

Ameriquest Mortgage Co. 

State supervised. Citigroup acquired certain assets of 
Ameriquest in 08/07. Merged into CitiMortgage (NB 
opsub) shortly thereafter. 

4,126 

ResMae Mortgage Corp. 

State supervised. Filed for bankruptcy in late 2007. 

3,558 

American Home Mortgage Corp. 

State supervised. Filed for bankruptcy in 2007. 

2,954 

IndyMac Bank, FSB 

OTS supervised thrift. Closed in July 2008. 

2,882 

Greenpoint Mortgage Funding 

FDIC supervised. Acquired by Capital One, NA, in mid 

2007 as part of conversion and merger with North Fork, a 
state bank. Closed immediately thereafter in 08/07. 

2,815 

Wells Fargo 

Data includes loans originated by (1 ) Wells Fai^o 

Financiai, Inc., an FRB supervised entity, and (2) Wells 
Fargo Bank, an OCC supervised entity. 

2,697 

Ownit Mortgage Solutions. Inc. 

State supervised. Closed in late 2006. 

2,533 

Aegis Funding Coip. 

State supervised. Fifed for bankruptcy in late 2007. 

2,058 

People's Choice Financial Corp. 

State supervised. Filed for bankruptcy in early 2008. 

1,783 

BNC Mortgage 

State and OTS supervised. Subsidiary of Lehman 

Brothers (S&L holding company), closed in August 2007. 

1,769 

Fieldstone Mortgage Co. 

State supervised. Filed for bankruptcy In late 2007. 

1,561 

Decision One Mortgage 

State and FRB supervised. Subsidiary of HSBC Finance 
Corp. Closed in late 2007. 

1,267 

Delta Funding Corp. 

State supenrised. Filed for bankruptcy in fate 2007. 

598 
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2004 Account Executive Incentive Plan Changes 
BUSINESS EXPENSE ALLOWANCE 


* New fc<r 2004. ;>8id semi-mortfhiy. in arean (same as eomnsMois) 

■ .4J1 employees receive an anuwance-higherpnducera receive a bitter business expense allowance 

■ The dlowanee, based on the ;»evioas qiunes's aves^ tier aduevemeoE, U as follows (jier semi-monthly payout): 
Tier! SlOO 

Tier 2 S! 50 



• Tier achievement equals last qaarUf's av«^ Jnddmnini^^ average. 0.49 is rounded down. O.SO or greater is 
rounded up. Example fdtows. 

QUARTER!. 

Month 1 “Iibt 4 
Mon* 2'tier 4 
Mon* 3=tisLl 

1 1 divided by 3=3.67, rouoda to ikr 4 avei^ achievesDem for QI. 

• Quarter 2 semi-monthly business expeiue aiiowance - $250 per semi-Enaiahly payout 


Waabit^tan mutui 
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CONTINGENT COMPENSATION 


Key Changes 

• New program te 2004 - 'Lotrg Tem Ca^ fticnAra - r^eces resirteled stock program. 

• Award recir^enis receive tvite that canveri to over a tttree year period 

• Value of the units tied to the value ofWAMJ slodr 

• Award pays out 1/3 each year tor 3 yesfssmSar to the previous restricled stock vesting schedule 
•Taxes are similar to the restricted stock program - etiqdc^ree is responsible for taxes at the time of 
payouts (wHh restricted stock it was H Ute 8me of vesfing} 

■The Contingent Compematicm Replacemerk ^fion program svilt be discontinued 


2004 Contingent Compensation Qualincation levels: 


• Gold Tier : AE'swho arc rankedkieitiiesttte top S%mv(4ame or uratswU) receive 
10 baas points (0.0010) on 2004 Total Vcdtsie 

• Silver Tier : .A£’s \a^ ere ranked m either the tc^ !5% in volume or units (excluding those 
who qualified in fte Gold Tt«) will reedve 7.5 basis pts (0.00075) on 2004 Total Volume 
• Broige Tier : AE’s who are ranlad in after the top 25% in voluoK or units (e»:luding those 
qualified in fte Gold <x Silver Tigs) tecave 5 lasis pis (0.0005) ce 2004 Total Volume 


award. The AE will be eligible for the 


•AE'e who qualify in both voiums and unte only receive i 
highest tier they qualify for. 


WeshingtenniutMl 
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CONTINGENT COMPENSATION, continued 


Examine 

' If the Accent Executive's 2004 voliBoe is $72 mil&cs. raidcing him/her in Ihe top 25% in 
volume, he/she wcHtId be eligible f« a contB^^compoisatioo sward of S3b,000 (S72M times : 
bps). 

* An average stodc price for a penod prior to a\«ffd dale is used to convert the award amount intc 
units. Fur example, if ihc average is S4(X &e naidrs’ of urdts would be 900. 

’ The 900 units would be paid cai! in durds over rivee years. 

* The units are converted back to carir at die IsneofdwpiQ'ont based on (he average stock price 
time of payout. For example if the avo^ stock price at dts time of the first payout is S4 1. the 
first awani payout = 300 x $4i = SI2.300. 


wasft ii^tan nxuiiM! 
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2004 Account Executive Incentive Plan Changes 

PRESIDENT’S CLUB 

Key Changes: 

• Tc^ 40 Accoxmt Executives based on points will atiml 

• Earn points, as follows; 

• 3poinUwinbe8wsrdecllaieacnune(mled(fCH’ivstni»t03sesot4)4 

• 3 paints wii! Oe awarded for eai^ pisidiase isit ftvided (for fast mortgages orW) 

• 2 (xiints will be awarded tor each SIW.OOO ftmded (lot al funded vcrtume) 

• Additional 3 A£ spots based on manner discr^k» 


M;Va^lagtanUu{i«d 
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^ ii I I I FiMi kti \i riknnitiuiN 

2004 Account Executive Incentive Plan Changes 
SALES ASSISTANTS / ASSOCIATES 
Key Changes; 

* The title of Ssles Associate w Sr. Saks Assodtiet^beosed for Aili-produclioti qualified 

* Hie title of Sales Assisani will be used for noi-^mducliofl qualified 

■ Hie company pays for the base salary, oveartime and boiefits for Saks Associates 

■ A£s can elect to share theu- basis poiot ccaamissKa wMi ftieir Sales Associate(s)-can be 0 

* The com^y pays for the base sdary, ovotime, bcDefits and incentive for Sales Asdstants 

’ Sates Assistants earn O.S basis punts on AE’sproductioi 
* AEsfoat elect to have a Sales Assistant OB a BCD-prodDction qualified basis will have a 

modified cominissbo dial is 6.0 basis pomts iow« foui standu-d 
’AEs can have amaximumofcneSatesAssistHit but as many Saks Associates as they qualify for 
What Has Ngt Changed: 

* All Sales .Assistants/AssociaKs iiui9 be foH time mfdcyees 
' Tlie qualification requironents ranain foe same 

* The mid-year qualification requirenenfo remain foe same 

p washlngtaA Mutual 
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June 6, 2007 

TO: Home Loans Account Executive Plan Partidpants 

FROM: Home Loans Compensation 

RE: Amended and Restated 2007 Long Beadt Mortgage Account Executive Plan, Amended and Restated Sales 

Associate Program, and Amended and Restated ParUiership Program, 

The 2007 Long Beach Mortgage Account Executive Plan, Sales Associate Program and Partnerehip Program have been 
amended effective June 1 , 2007 in the following respects: 

• The Tier Descriptions in the Incentive Tier Table have dtanged. 

• Prime Broker Sourced loans funded wH be paid the same bps rate as Sub-Prime Broker Sourced loans. 

• Incentive statements will not reflect alt dianges unta Odober 1®*. 2007. 

• Alt-A products have been added to the incentive f^an 

• Sales Associates are not eligible for incentives for AR-A products 

Long Beach Mortgage Account Executive Plan Update: 

Incentive Tier Table 

The Volume Incentives earned each Funding Period are based on the total Tier-Qualified volume and Tier-Qualified 
Units Funded during the period. To determine vHtidi incentive tier applies; add the total number of Tier-Qualified 
Units Funded and total Tier-Qualified dollar volume of loans Funded. Locate the tier range within which each total 
falls. If the total Units and the total dollar volume of loans Funded fall into different tiers, the higher tier applies. 



Monthly incentive Tier Table 

Tier 

»::? Tier Description ,, 
-jfOualiried Units or VoJume) 

First Mortgages Basis Pi»nt6 

HEL Equity , 

Sourced 

SBb-P’rirrie"& Prime 
ftrough'SestPrice. „■ 

' OfferFTriofam ' 

Correspondent 

Sourced 

^Funded by 
Conduit Croup) 

Counter Offer 
Program 

(Retail Referrals/ 

Ait A 

Per-Umt 

incentive 


1-9 Quaitfiea units or 
$1-$1,499,999 

25 

0 

2$ 

10 

$10 

2 

10-13 Qualified Units or 
$1,500,000-2,399,999 

30 

25 

25 

10 

$10 

3 

14-35 Qualified Units or 
$2,400,000-5.999,999 

40 

25 

25 


$10 


36+ Qualified Units or 
$6,000,000+ 

50 

25 

25 

« 

$10 

Category Volume 
:■ Tier^iuaitfled Virfume 

Yes 

Yes 

Yes 

Yes 

Yes 

Category Uniteare- 
' • Tiar-Quatlfiad^Unte: ' 

Yes 

Yes 

Yes 

Yes 

No 


Incentive Statements: 

The incentive statements for June have not been updated to reflect the category changes yet, The update is planned 
for October 1*. Until updated, the above categories will have the following labels. 


Current Category 

Broker Sourced - Sub-Prime & Prime 
Correspondent Sourced 
Counter Offer Program 
Ait A 

HEL Equity 


Current Statement Label 

First Mortgages - Broker Sourced 

Fir^ Mortgages - Correspondent Sourced 

First Mortgages • Counter Offer Program 

Prime Loans 

Equity 
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Partnership Program Update: 


LONG BEACH MORTGAGE ACCOUNT EXECUTIVE 

2007 MONTHLY INCENTIVE TIER TABLE (Partnership) 



First Mortgages Basis 

>oints 


vfier 

Tier Descnptten 
: (Qualified Units or V(^urae} - 

. . BKrfcerSour«d 

■Stib-Prtme & Prime 
.■:aifpugb Sest.Pnce 
:'.'.'Off«Proaram 

Correspond eni 
Sourced 
(Funded oy . 
Cwidurt Qro'jp) 

Counter Offer 
Program 
(Retail Re 

1 

Per-Unit 

Incentive 


1-13 Qualified Units or 
$1-$2, 249.999 

25 

0 


1 

$10 

2 

14-19 Qualified Units or 
$2,250,000 -$3,599,999 

30 

25 

25 

1 

$10 

3 

20-52 Qualified Units or 
$3,600,000 -$8,999,999 

40 

25 

25 


$10 

4 

53-*- Qualified Units or 
$9,000,000+ 

50 

25 

•25 


$10 


Safes Associate Program Update: 

Sates Associate Incentives for Att-A production: 

Sales Associates are not eligible to share Basis Point incentives writh the Account Executive on Ait A production. 

Loan Originators Eiectina a Structure H Sales Associate 

A Loan Oiiginator who elects the support of a Structure l{ Sales Associate will earn incentives in accordance with the 
tier tables below instead of the tier tables in their respective Incentive Plan. For each position there is one table 
specifically for Loan Originators not in a Partnership and one table for those in a Partnership. 

To encourage Loan Originators to effectively utilize their Stmcture i! Sales Associates, a Monthly Bonus Opportunity 
is provided on Funded loan volume in excess of a Monthly Volume Threshold. The details of the amount of the Bonus 
Opportunity are detailed below. 

A Loan Originator electing a Structure II Sales Associate will continue to participate on the alternative tier table if the 
Structure II Sales Associate is out of the office on vacation or other form of paid time off (illness, holidays, funeral 
leave, juiv duty, etc.) accrued, with the exception of a formally approved, paid leave of absence as described above. 


Alternative Tier Tables for Long Beach Mortgage Account Executives not in a Partnership 


i 

Monthly Incentive Tier Table j 

Tier 

Tier Desenpfion 
(Qualified Units ot Volume) 


’oints 

HEL Equity 

Br<^er Sourced 

Sub-Prtme & Primfi 
through Best Price 
Offer Proqram 

Correspondent 

Sourced 

(Funded by 
Conduit Group) 

Counter Offer 
Program 

(Rafail Referrals) 

Alt A 

Per-Unit 

Incentive 

1 

1-9 Qualified Units or 
S1-$1, 499,999 

20 

0 

20 


$10 

2 

10-13 Qualified Units or 
$1,500,000-2,399,999 

25 

20 

20 

S 

$10 

3 

14-35 Qualified Units or 
$2,400,000-5,999,999 

35 

20 

20 


$10 

4 

36+ Qualified Units or 
$6,000,000+ 

45 

20 

20 

fij 

$10 
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Alternative Her Tables for Long Beach Mortgage AoXHint Exeaitives Jn a Partnership 




Monthly Incentive Tier Table I 

lipl 

Tier Description 
: i(Qiirteed Units or Voiama) 

First Mortgages Basis Points 

HEL Equity 

Sourced 

. & Prime 

trough Best Pnce 
; Ofte Prooram 

Correspondent 

Sourced 

• Funded sy 

Counter Offer 
Prog ran 
(Retail Referrals) 

Alt A 

Per-Unit i 
incenfeii®, , 


1-13 Qualified Units or 
$1 - $2,249,999 

20 

0 


II® 

$10 

2 

14-19 Qualified Units or 
$2,250,000 $3,599,999 

25 

20 

20 

111 

$10 

3 

20-52 Qualified Units or 
$3,600,000 -$8,999,999 

35 

20 

20 


$10 

4 

53+ Qualified Units or 
$9,000,000+ 

45 

20 

20 

5 

$10 


This is only a general summary description of changes - please review the amended and restated plan and programs 
which will be available on your dashboard June 6*" for hill details. If there is a conflict between this summary and the plan 
or program, the plan or program vnll control. 

If you have any questions, please contact your manager. 
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Internal Forces... Overages 
■ Opportunity 

“ Channel 

0 Incremental Revenue Growth 

" Enhanced Retention and Recnjitment of Loan Consultants 
e Savings; provides opportunity to lower insentive grid 
compensation 

■= Loan Consultant 

« Ability to increase compensatiwi 

“ Enhance compensation/incentrve for Sales 
Management 

e Leverage tool for HLC profitability 

» Pricing 

0 Pricing flexibility and control pushed lo the market level 


I Permanent Subcommittee on lnvestigations| 

EXHIBIT #60b 


JPM_WM02583389 


JPM_WM02583396 


iidldentiaJ Treatment Requested by JPMC 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00734 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 







Internal Forces... Overage Proposal 


■ Financials 


KPI 

Yearl 

Projected 2007 Volume wWt 

$SBe 

Reverme @ 2a>ps (wtti SCVSO) 

$8aM 

Comp Plan Reductton 

$43U 

Total Benefit ^jportwity 

$12.9 


NPV: TK> 

Payback: .2 Years 

Investment Required: $ 1 ^ miSion (ncludrm sS FTE costs] 
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: = Redacted by die Permanent 
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ADDENDUM TO CLOSING IMSTRUCTIOI^ , 

(Broksr Loans) I 

Oat* semweEH 14 , jobi se\it38m 

So<Tow8r!ti4|MBIM SatsafflBnt As^nt No-' 


! 


Oriftr/TWa No: ssia220B 


This loan is a brokered tosn to essHiwsTmi uumet bmk. fk fT.»ndBr1. 

Settiwnsnt Agent to pay BROCBi FEES Cn eceordenca w»i Broker denuncO not to exceed the 

amount of 8 5 .153.00 on behalf of «»e Borrower. Ttwse funds must be 

collected from the Borrower directly, and Under wlH not penic^sts in the collection or 
dleirllHition of these funds. The breakdown of this fee is shown beiow, and the Indiridjal fee 
must be shown on tine KUO-t as debits to the Borrower. 


The LSCSt PAD BROCSt FKS ffield Spread PretnigiTd due on this loan are in the amount of 
S .11 ni« nn . This fee tfiould be shown on the as ‘paid outside of dosing* or 

‘P. 6. ' fc-. 


nn These funds will be inctuded m Lervler-a net precseds end Seidemant Agent should pay the 
Breker from the net proceeds wt behalf of imder. A sapa.'ata chedi wa not be issusd. 

I I These fields win not be included in Lender's net proceeds A sepireie check will be iswsd 
by Lender for the lender Ped Broker Fees ffleld Spreed Prermsri. 


TOTAL Broker Fee (Borrower paid arxj Lender paid not to exceed S e. tag. no - 

Lender w»>ts assurwiee dial Settlement AgerR underatande the above; therefore Lander %v8J not fund 
dlls loan unless lha ‘Setdement Agent Acknowtedgmanr portion el this form has been signed and 
returned to Lender. 


fit ltE£i 1 UdKert Ftis 

Broker Orroinatwrt Fee Powtal 

t.ikt.oo 1 y 

Broker Oiseetre 


Asorpsai Feeiil 


Ineoection Fee 


Credit Reoen 


Pmcaaikwi F«a 



4M 00 











0^= 


Odter 














TOTAL BROKER FEES 

s t.tts.oo 


Settlemem Agent is not authorized to pay any lees to Broker Ihtt are not tdenofltd on the above 
achedidc. 


Settlsment Agent Acknowledgment of Broker Fees and tN instructions for payment of Broker Fees 


S< 

sy 




Pate 


laaws* (vfasiON \e 
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From: 

McDiarmid, Jim 

Sent: 

Monday, September 27, 2004 8:57 PM 

To: 

’^LFC DUBLIN <PLEASANTON@lbfc.com> 

Subject: 

Daily Productivity - Dublin 

Attach: 

Tracking Log.09.27.04.xls 


Less then 1 week and we have a long way to go to Wt our 440M! Including today, we have 4 days of fundings to 
end the Quarter with a bang'. V\fith all the new UW charges, we will be swamped next month, so don’t hold any back! 

4 days it's time for the mad dash to the finish tine! VWio is in the running 

Loan Set Up - Phuong is pulling away with another 18 files set up yesterday for 275 MTD! 2"'^ place is held by Jean with 
243... can you catch Phuong? Get ready Set Up -come October, it’s gang to get a IHtle crazy! 

Underwriting - Michelle did it! She broke the MO mark with 4 days left to go! Nice Job Michelle', place is held by 
Andre with 176 for the month! Way to go Andre! Four other UW's had solid performances for the day as well including 
Mikhail with 15i Jason and Chioke with Hand June with 10 -TTie double digit dubl 

SLC - This one is stilt tight with Sandy holding <w»to the 1®* prface slot! Sandy funded 4 more on Friday for a MTD total of 
46! 2"^ place is John Ngo with 4 fundings on Friday and 44 MTD - oily 2 back! 3^** place is tied between Jason and Raj, 
both vwth 44 for the month and the rest of the filed is right behind! 

CLC - Scott is out front vnth 8 frindings Friday and 79 MTD - Looks Hke he’ll make the 100 Club'. Cyndi is currently in 2"'* 
with 6 on Friday and 65 MTD, followed by Maureen who funded 7 on Friday and has 60 MTD. This one rrfight get a little 
crazy before 2pm on Thursday! A few other trig days included Julie with 8, Elena with 7 and Oscar and Yolanda both with 
6! Let’s see who can hind daily double digits this week! 

Post Closing - Casey held the lead with 12 more files shippjed on Friday for a MTD total of 1971 2"'’ place is Angel with 

177 Wfri a huge month end, you still have time to get up there with your numbers! We need to make sure the CLC's 

get the files to Post Closing the same day it records'. 

Remember the words of Jerry Brovm, 

"Inaction may be the biggest form of action.” 

Let’s act! 
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< = Redaoed by tte Penoaoent 
Sid>coiniiuttee on investigations 



Washington Mutual-Home Loans 


November 2006 


VfPRESIOiini 

4 ue /> 


President’s Club - Take the Lead! 


I attended WaMu’s President's Club you to believe you have the potential 
last year for the first time and had an to achieve ttiis great reward, 
awesome time getting to 


know the stars of our sales 
force. You work hard, but 
you know how to have a 
good time too— as seen in 
this Austin Powers Party 
photo! 

At the fit^t-class awards 
dinner, I looked around the 
room and fett honored to be 
with so many talented peo- 
ple. Congratulations to 
those of you who were re- 
peat President's Club honor- 
ees. To those of you who 
have not yet reached President's 
Club, I want each and every one of 


Now is the bme to really 
kick it into high gear and 
drive for attending this 
awesome event! Rankings 
are updated and posted 
monthly on the DashBoards 
(under Reports) and on 
WaMu.net; President's Club 
Rankings . Where do you 
rank? What can you do to 

take your business to the 

John (Consumer and next level? Your manage- 
sa/es manaperj and ment team is here to help. 
Melody Janda 

As you know, growth is a 
key area of focus for WaMu and Home 
Loans. I am extremely proud of the 
achievements in Production so far this 



year— and I know it's been tough. I'm 
especially pleased with your ability to 
change with the maritet and responsi- 
bly seli more higher-margin prod- 
ucts— Option ARM, Home Equity, Non- 
prime, and Ait A. I also know that 
you— truly the best sales team in the 
industry— are up to the challenge of 
doing even more by year-end. 

I, along with everyone else in Home 
Loans, realize that what you do, day 
in and day out, forms bie backbone of 
Home Loans. Thank you for your 
dedication. 

I hope to see you in Kauai! 



What Does President’s Club Mean to These Repeat Honorees? 

Pour top-producing loan consultants share their impressions of President's Club. 



8-Yr Pres Club Honoree; Medford, Ore. 

Here's a tip for getting to President's Club: Make it once 
and bring your wife, She wilt make sure you never miss 
it againl But seriously. It allows me to hear from the top 
people in our company in a persona! way and to really 
feel the culture of Washington Mutual. 



5-Yr Pres Club Honoree; North Wales, Pa. 

For me, President's Club is time witti my husband with- 
out my children. Time to see ftiends, creative people I 
only see once a year. We share ideas, which is easier to 
do when you’re in different markets. I extend my stay 
and reaiiy enjoy myseif— the fun index is very high! 



9-Yr Pres Club Honoree; Westlake Village, Calif. 
Each year, President’s Club is as special to me as the 
first time I went. It's an amazing feeling to look around 
the room and realize that this handful of people made It. 
You feel like Michael Jordan at the top of your game. I 
enjoy seeing old friends. 



17>Yr Pres Club Legacy Group; Westlake Village, 
Calif. 

President's Club is a time to be recognized by being at 
the top of your game, and to interact with others who 
are at the top. It's such a great feeling of pride and mu- 
tual respect. 


Yes You Can! 
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Washington Mutual 
Home Loans Group 
President’s Club 2005 - Maui 
Awards Night Show Script 


6:15 PM - DOORS OPEN 

(30 MINUTES) 

GRAPHICS 

PRESIDENT'S CLUB LOGO 


VOICE-OVER ANNOUNCER 

Good evening ladies and gentlemen and welcome to your 
President’s Club 2005 Awards Night program! 

Please welcome the host of President's Club, the 
President of the Washington Mutual Home Loans Group, 
Mr. David Schneider! 


GRAPHICS WALK-UP MUSIC 

DAVID SCHNEIDER TITLE FOR DAVID SCHNEIDER 


6:45 PM - DAVID SCHNEIDER 
WELCOME AND OPENING 
REMARKS (5 MINUTES) 


DAVID SCHNEIDER 

Thank you ladies and gentlemen, and welcome to this very 
special Awards Evening. 


Wow, could you feel the energy and excitement tonight out 
on the Red Carpet?! Talk about star power! 


And it was great fun to learn so much more about some of 
you during the interviews... and at the bar. 


But don't worry. I'm told that the age-old tradition here at 
Washington Mutual is, "What happens at President's Club 
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stays at President’s Club." And who am i to mess with 
tradition? 

GRAPHICS Tonight we are gathered together to pay the highest 

PRESIDENT’S CLUB LOGO 

respects and honors to those who deserve them the most, 
the President’s Club Class of 2005. 

And it is our great pleasure this evening to recognize and 
salute the special guests sitting at your sides who helped 
make this tritwite to you possible. A victory shared is a 
victory magnified, ^d we are so glad you could be here 
together. Let’s have a warm round of applause for our 
special guests. 

GRAPHICS Tonight I’m very excited to welcome the members of the 

ELITE GROUP LOGO 

Elite Group, who we met this morning, here attending their 
inaugural President’s Club awards gala. 

Along with the thrill of the new. is the legendary energy of 
our Legacy Group members who have been attending for 
as many as 25 years! 

graphics VVe held a special pre-reception gathering of these greats 

LEGACY GROUP PHOTO 

among us, and here’s their class picture for this year's 
President’s Club. Let’s ask them to stand for a big round 
of applause. 

This morning we also initiated the first timers at 
President’s Club, and I am right there with them tonight in 
feeling at once botti overwhelmed and overjoyed at being 
here. Welcome to ad of you fellow President’s Club 


2/23/06 WaMu Home Loans Group President’s Club 2005 Awards Night Show Script v7 Hurford and Company 2 
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rookies. Cmgratulations on your remarkable 
achievem^. 

And of course I want to pay special homage to all of you 
astonishing returning champions of President’s Club. 

You multiple award-winning superstars dearly lead our 
entire inchjstry as the standard others can only attempt to 
match. You folks really do make this fee! like the 
Academy Awards tonight because everywhere 1 turn ! see 
another star of anotfier box office sensation, 

GRAPHICS And so to ytMj, the greatest collection of talent I’ve ever 

PRESIDENT’S CLUB LOGO 

had the good fortune to address, I promise an evening of 
fast-moving fun, celebration and tribute in ways old and 
new. 

And above alt I promise you dinner at a record early time 
tonight - by popular request! 

Now, also by popular request, let’s take a look at your 
2005 President’s Club award. It was created exclusively 
for Washington Mutual, and for you, just for this occasion, 

It Is a simply gorgeous work of art by highly gifted artists, 
Dehanna Jones and Jacqueline Mendelson. The unique 
glass pieces they create together have been displayed In 
prestigious galleries all across the U.S., and it’s no wonder 
why. 

Your 2005 award, titled “Blue Vessel,” clearly shows the 
Art Nouveau influences of Ms. Jones’ best work and the 
use of glass to control and transmit light that is the 
hallmark of Ms. Mendelson’s art. 
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Each of you President’s Club winners will receive your 
personally InKaifc^d award after your return to the 
mainland - when It wll be shipped directly to you In perfect 
condition. 


I hope ttils award reminds you not only of your superb 
2005 accomplishments but also of the time we all spent 
together here Maui. Speaking of which, the best is still 
yet to come... 

So, it is now my pleasure to introduce a top performer’s 
top performer. The man whose own standards of 
excellence are reflected in every aspect of President’s 
Club, Washington Mutual's Chairman and CEO, 

Mr. Kerry Killingerl 


GRAPHICS WALK-UP MUSIC 

KERRY KILLINGER TITLE POR KERRY KILLINGER 


6:50 PM - KERRY KtLUNGER KERRY KILLINGER 

CHAIRMAN/CEO COMMENTS 

(15 MINUTES) [SEE SEPARATE DOCUMENT FOR COMMENTS.] 

{AT THE END OF HIS COMMENTS, KERRY 
REINTRODUCES DA VID:) 

And now, here’s our host for the evening... once again, 
David Sctineider. 


GRAPjdiCS WALK-UP MUSIC 

PRESIDENT’S CLUB LOGO POR DAVID SCHNEIDER 


DAVID SCHNEIDER 

Thank you Kerry. We're very glad you could be with us 
tonight. 


2/23/06 WaMu Home Loans Group President’s Club 2005 Awards Night Show Script v7 Hurford and Company 4 


Confidential Treatment Requested by PMC 


JPM_WM0422477 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00743 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


732 


And could make a night like this more special than 
havir^ one of ttie most recognizable, accomplished and 
beloved celet»ities on the planet emcee it? 


I can’t c# anyone more perfectly suited than Earvin 
■'Magic" Johnson. He embodies this year’s President’s 
Club theme, “Dare to Dream." 


Ladies and gentlemen, here he is - the one, the only... 
Magic! 


GRAPHICS 

EARVIN “MAGIC" JOHNSON 


WALK-UP MUSIC 

FOR EARVIN “MAGIC" JOHNSON 


7:05 PM - EARV .|M..;.’M.AGI. C ,:,’ EARVIN “MAGIC" JOHNSON 

JOHNSON 

SETS UP THE AWARDS Thank yoj. David and thank you, Kerry, 

PRESENTATION (4 MINUTES) 

Good evening everyone, it's great to see you all again 
looking so fine and impressive everywhere ! turn. 


GRAPHICS President’s Club... it's kind of like the NBA All-Star game. 

PRESIDENT'S CLUB LOGO 

Everyone there is an ail-star, so you all start out as the top 
people at what you do. 


But somebody's going to win the MVP award, somebody 
else wins the slam dunk contest, another person wins the 
three-point competition. Even the rookies have their own 
awards. 

Tonight, for the first time ever, I'm proud to introduce the 
President’s Club Outstanding Achievement Awards to be 
given in seven distinct new categories, 

2/23/06 WaMu Home Loans Group President’s Club 2005 Awards Night Show Script v7 Hurford and Company 5 


GRAPHICS 

OUTSTANDING ACHIEVEMENT 
AWARDS 


Confidential Treatment Requ«ted by JPMC 


JPM_WM0422477 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 


Jkt057319 


PO 00000 Frm 00744 


Fmt 6601 


Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


733 


GRAPHiCS 

FIRST TIME ACHIEVEMENT 
EMERGING MARKETS 
TOP UNIT PRODUCER 
MARKET SHARE IMPROVEMENT 
CONSUMER DIRECT SALES 
MANAGER OF THE YEAR 
WHOLESALE SALES MANAGER 
OF THE YEAR 

AND RETAIL SALES MANAGER OF 
THE YEAR 


It’s very exdting to be recognizing outstanding 
adiievements In tiie fdiowing categories: 

• First Time Achievement 

• Emerging Markets 

• Top Unit Producer 

• Market Share improvement 

• Consumer Direct Saies Manager of the Year 

• Wholesale Sales Manager of the Year 

• And Retail Sales Manager of the Year 


STAGING To make It even more exciting, I'd like to now invite Kerry, 

KERRY, STEVE, DAVID AND TONY 

ENTER FROM BACKSTAGE TO David, Steve Rotella and Tony Meola to join me here up 

FORM THE EXECUTIVE 

RECEIVING LINE onstage. 


These new Outstanding Achievement Awards are not 
open to tftis year's Sales Excellence Award winners, who 
we will be recognizing later In the show. So you’ll be 
seeing many people receiving special awards for the first 
time. 

And because you will, let me explain exactly how it’s going 
to work. 


Just like they do at the Oscars, a pair of presenters will 
come on stage, announce the category for the award they 
are giving out, and then reveal the names of each 
nominee for that award. 


If you hear vour name announced as a nominee, just 
stand right up. Please stay standing until that star 


2/23/06 WaMu Home Loans Group President’s Club 2005 Awards Night 
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spotlight finds you and we see your beautiful face on the 
big sareens. 

Make sure to soak up your special moment and enjoy the 
applause before sitting back down again. 


If you’re the Outstanding Achievement Award winner - 
wow! V\flien you hear your name announced come on up 
here on stage to receive your award. 

That’s ail there is to it. You’re all the best in the business, 
so I know you’ll handle it with style. And the folks who are 
going to be presenting the awards tonight are superstars 
themselves. 


7:09 PM - OUTSTANDING 
ACHIEVEMENT AWARDS 
(28 MINUTES) 


GRAPHICS 

FIRST TIME ACHIEVEMENT 



Let me introduce you to our first pair of presenters... 

EARVIN “MAGIC” JOHNSON 
He’s been with the company for almost three decades now 
and is here tonight as a 20-time President’s Club member. 
Retail’s fearsome force in the San Jose, California market, 
please welcome ^ 


And from Wholesale, a 10-time President’s Ciub member, 
from Pleasanton, California where he must be the king - 
since he is. | 


STAGING 



THEN EXITS 


AWARD #1 

FIRST TIMER AWARD 


WALK-UP MUSIC 
FOR PRESENTER PAIR #1 



I was telling Magic that in France I’m known as Royale' 


Gooden. 
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■ = Redacted by the Permanent 
Subcommittee on Investigations 


tHjt Ns HtC was able to fund $1.7 billion in 2005 vt^ich 
generated $15.6 million. 


the Outstanding Achievement Award for Retail Sales 
Manager of the Year goes to... 


GRAPHICS 
NAME OF WINNER 


Ifrom Burbank, California! 


WALK-UP MUSIC (REPEAT) 


VOICE-OVER ANNOUNCER 

powerhouse HLC delivers both volume and 
profitability year in and year out. In 2005.®Jiad 25 tier 
five Loan Consultants! 


VOICE-OVER ANNOUNCER 
Ladies and gentlemen, please welcome back, Earvin 
“Magic" Johnson! 


STAGING 

MAGIC MOVES FROM 
BACKSTAGE TO THE PODIUM 


WALK-UP MUSIC 
FOR MAGIC JOHNSON 


STAGING 

EXECUTIVES MOVE TO HOLDING 
AREA CTBD) UNTIL SALES 
EXCELLENCE AWARDS 


GRAPHICS 

PRESIDENT'S CLUB LOGO 


7:37 PM ~ EARVIN “MAGIC” 
JOHNSON 

CONCLUSION OF OUTSTANDING 
ACHIEVEMENT AWARDS 
(2 MINUTES) 


EARVIN “MAGIC” JOHNSON 
That was fantastic, wasn’t it?! You’ve got a whole lot of 
talent here tonight, that’s for sure. Congratulations to all of 
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you first-ever wnners of the Outstanding Achievement 
Awards. 

Speaking of achievement... there’s a gentleman here 
tonight who you may have noticed on stage earlier. 

His name is Steve Roteila and he knows ail about 
achieving big things. Iknow... I’ve talked to him. 

Now he’s here tonight to honor all of you. Ladies and 
gentlemen, the President and Chief Operating Olficer of 
Washington Mutual, Mr, Steve Roteila. 

STAGING WALK-UP MUSIC 

STEVE MOVES FROM HOLDING poR STEVE ROTELLA 

AREA TO THE PODIUM 


GRAPHICS 

STEVE ROTELLA TITLE 

7:39 PM -STEVE ROTELLA STEVE ROTELLA 

CONGRATULATIONS REMARKS 

(5 MINUTES) Thank you, Magic Johnson, 

Wow! Never in my wildest fantasies did I think I’d get to 
say, “Thank you. Magic Johnson” as part of my 
job. } guess that’s just another way Washington Mutual is 
helping to deliver the American dream. 

GRAPHICS But when it comes to delivering the American Dream, I am 

PRESIDENT'S CLUB LOGO 

in absolute awe of you people. 

Even under the most difficult of environments - especially 
under the most difficult of environments - the cream truly 
does rise to the top and that’s what President’s Club 
means to me. 
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In a yearvi^re otha's found excuses, you found 
determination exc»lience. In the toughest of times 
you were the toughest of competitors, 

I want to congratulate both the winners and the nominees 
for the Outstanding Achievement Awards. Great Job by 
you guest presenters too, that was a lot of fun, 

1 want to personally congratulate each and every 
President’s Club member here tonight and thank you for 
everything you did throughout 2005 to get here. 

Once again you proved just how much you deserve to be 
honored here in Hawaii. 

{WAMU TO PROVIDE AODITIONAL INPUTl 

In closing, I simply want to tell you what a privilege it is for 
me to be here with you tonight. 1 have really been looking 
forward to spending time with you and your special guests 
this week and letting you know just how much I appreciate 
you and what you do. 

And now, here he is. once again - our master of 
ceremonies, Earvin “Magic” Johnson! 

GRAPHICS WALK-UP MUSIC 

PRESIDENT’S CLUB LOGO POR EARVIN "MAGIC" JOHNSON 

7:44 PM- EARVIN “MAGIC” JOHNSON 

EARVIN “MAGIC’ JOHNSON 

INTRODUCTION OF SALES Thank you Steve! 

EXCELLENCE AWARDS 
(2 MINUTES) 
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And now iw the Sales Excellence Awards, without a doubt 
the highest honor you can earn as a President’s Club 
member. 


And when I say “earn" I mean it, because these Sales 
Excellence Awards truly measure the day-in and day-out 
results the best of the best deliver. 


GRAPHICS 
TONY MEOLA TITLE 


Just like all of the awards here tonight, the numbers 
determine these wnners, and as a businessman 1 have a 
very deep respect for the numbers and the people who 
deliver them. And man, some of these winning numbers 
are just incredible! 

And there’s one guy here who can tell you the story of the 
award winners behind those numbers better than anyone I 
know. Ladies and gentlemen, please give a high-energy 
welcome to a high-energy man, your head of Production, 
Mr, Tony Meola! 


STAGiNG WALK-UP MUSIC 

MAGIC EXITS BACKSTAGE Pqr jqNY MEOLA 


7:46 PM - TONY MEOLA 
SALES EXCELLENCE AWARDS 
(3 MINUTES) 


GRAPHICS 

SALES EXCELLENCE AWARDS 
GRAPHIC 


TONY MEOLA 

Thanks, Magic - and by the way. I always knew I'd be 
saying that - actually, I thought HE’D be thanking ME. But 
hey, I'm in sales, I’ve always dared to dream bigl So too, 
did the winners of tonight’s Sales Excellence Awards. 


Good evening ladies and gentlemen, I’m very proud to be 
here tonight in this sea of stars and have the enviable role 
of introducing you to the very top producers in each 
cttannel for 2005. 
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- Redacted by the Perm^ent 
Subcom mittee on In vestigatio ns 

A simple look at tfie Wholesale scorecard will make a very 
strong case our next Sales Excellence 

Award wnner is indeed “The GOAT” in his chosen 
profession. 

mihas been vwth WaMu for over 15 years. During that 
decade and a half he has, year In and year out. finished at 
the top of the mountain, earning the number one ranking in 
his channel. 

IWAMU TO PROVIDE WFO] This legend kicked it all up a notch in the last several 

years fending over $1 billion annually since 

If we had a Walk of Fame, his star would be on it. He has 
earned not just a place, but rightfully an entire wing on 
WaMu’s Hall of Fame. Ladies and gentlemen, please join 
me in congratulating Sales Excellence Award winner, 



GRAPHICS WALK-UP MUSIC 

for wholesale sea winner 

NUMBERS 


7;59 PM-TONYMEOLA 
SEA -RETAIL 


TONY MEQLA 

Our first Retail Sales Excellence Award winner literally 
doesthe work of two people... because it IS two people, 
the dynamic duo ofHHIIfand I 


The Westlake, California, Home Loan Center is the home 
base for this high-powered team of superheroes \Atiere 
they battle evil competitors - and sometimes underwriters, 
to get the best loans for their customers. 
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I - Redacted by the Permanent 
Subcommittee on Investigations 


|jse their unstoppable energy, unbeatable 
passion and sheer hard work to dominate their market 
regardless of the environment, and in 2005 the 
mUj/ J^miteam funded $1 .2 billion in loan volume 
and 2,146 units. 


{WAMU TO PROVIDE iNFOj Here tonight at their 1 President’s Club, please join me in 

saluting them for their Sales Excellence as they receive 
their award! 


GRAPHICS WALK-UP MUSIC 

WINNER'S NAME, TITLE AND pQR RETAIL SEA WINNER 

NUMBERS 

TONY MEOLA 

Our penultimate award winner is one of those people who 
defy description using ordinary mortgage terms. 


8:02 PM ■ TONY MEOLA 
SEA- RETAIL 


In our world of superstars he is bigger than a Brad Pitt, 
George Clooney or Tom Cruise. He’s at the Henry Fonda, 
Burt Lancaster, John Wayne legendary status. 

Because not only was iHIHilH, out of the Downey, 
California office, the number one WaMu Retail Loan 
Consultant in 2005 with 2,334 units funded and $697 
million in volume... 


But he has been the number one Loan Consultant in units 
funded for the past 17 straight years! 


If you’ve been around a while you know that^Bs more 
than a sales legend, he is a true visionary. He pioneered 
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■MMMi * Redacted by the Permanent 

Subcommittee on Investigations 

WaMu's "Community Lending Program" in terms of 
allowing use of "cash income," he started the first-ever 
"Partnership Program" for Loan Consultants, and created 
our highly suo^essfui "Sates Assistant Program." 

"Community," "partnership," "assistant’'... they're all words 
that help define JBB philosophy since he started tending 
19 years ago. No one in history has put more people into 
their first home. 

Piease put your hands together for an extraordinary man, 



GRAPHICS WALK-UP MUStC 

WINNER'S NAME. TITLE AND POR RETAIL SEA WINNER 

NUMBERS 


8:04 PM -TONY MEOLA 
SEA - RETAIL 


TONY MEOLA 

Ladies and gentlemen, if rightfully a Henry 

Fonda or Burt Lancaster, then our final winner too 
deserves such celebrated comparisons because his 
accomplishments make him the Lawrence Olivier of our 
sales force. 


turned what we do into a fine art. Witness 
his latest masterpiece, the 874 loans for $779 million in 
volume he funded in 2005. 


^H^perates in a different world than the rest of us, yet 
you’d never know it from the comfort level he creates for 
customers and colleagues alike. 


He began his career with B of A in 1 989 promptly earning 
their “Rookie of the Year" award. 
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GRAPHICS 1 know it's been just as big of a thrill for our master of 

PRESIDENT’S CLUB LOGO 

ceremonies, too. Here he is to tell you about it - Earvin 
“Magic" Johnson! 


STAGING 

RECEIVING UNE EXITS STAGE 
AS MAGIC MOVES TO PODIUM 


WALK>UP MUSIC 

FOR EARVIN “MAGIC” JOHNSON 


8:07 PM - 

EARVIN “MAGIC” JOHNSON 
CONCLUSION OF AWARDS 
PROGRAM 
(2 MINUTES) 


EARVIN “MAGIC” JOHNSON 
Tony’s right, tonight has been a thrill for me. because I’ve 
always been passionate about people na^o operate at a 
• higher level. That’s what these awards mean to me. 


1 want to add my own congratulations to ail you winners 
tonight. And I want to encourage you to be very proud of 
what you've done. 

Take the time to enjoy the fruits of your victory, because 
you worked all year long to get here. This is what it's all 
about. Look around, drink it all in. These are the 
memories you’ll dierish. 

And that brings an official close to the awards portion of 
our evening. To take us on into the next part of this very 
special night, it’s my pleasure to bring back your host for 
this President’s Club, the President himself, 

David Schneider! Thanks everyone! 

WALK-UP MUSIC 
FOR DAVID SCHNEIDER 
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8:0S PM - DAVID SCHNiHDER DAV>D SCHNEIDER 

INTRODUCTION OF PRESIDENTS 

CLUB 2008 (3 MINUTES) Thank you Magic. Great Job. Wow! Is there anything 

Magic Johnses can'f do? 

I realize how Important it is to be in the moment at times 
(ike this, and I appreciate Magic reminding us. But Just for 
a moment I'd like to take you into the future, one year into 
the future to be specific. 

President’s Club 2006... just based on history alone, 1 
know that most of you here will be there, but where will 
you be? 

Let’s find out... 

8:12 PM -VIDEO ROLL 
PRESIDENT’S CLUB 2006 
DESTINATION REVEAL 
(3 MINUTES) 

8:15 PM - AWARDS PROGRAM DAVID SCHNEIDER 

CONCLUDES/DINNER BEGINS 

(1 HOUR, 15 MINUTES) There you have It, Kauai! We had to pick a location that 

even when you were here in Maui you’d say, “Wow. 1 
have got to be THERE.” And 1 think you can see we have 
that location. 


Nobody in the entire organization knows what it will take to 
get to Kauai more than you here tonight. 

Having seen what you could do in the 2005 environment 
and what you’ve already done this year, 1 wouldn’t be 
surprised to see these very same faces when we 
somehow find a way to top this evening's untoppable 
heights at President's Club 2006, 
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Now, \ promised you we’d start dinner at a record early 
time tonight, and I believe that’s exactly what we’re about 
to do, ladies and gentlemen. 

Congratulations again to all our winners and many thanks 
to our fabulous award presenters and executive hosts. 

I now invite you to enjoy a wonderful dinner, and when 
we’re done we’ll hit the dance floor and party as only 
Presidait’s Club can. Thanks everyone! 

9:30 PM - DINNER DAVID SCHNEIDER 

CONCLUDES/BAND BEGINS 

(2 HOURS, 30 MINUTES) Aloha once again, ladies and gentlemen. I hope you had 

a wonderful dining experience, and having now 
replenished body and soul, you’re ready to cut loose for 
the rest of the evening. 

We’ve got a terrific band for you tonight, an endless supply 
of after-dinner libations, and the best company in the world 
to share it with - vmrs . 

Thanks for making this Awards Night the best ever. Have 
a great night everyone! 
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VerDate Nov 24 2008 


H U R F O R D 


and COMPANY 


Washington Mutual 
Home Loans Group 
President’s Club 2006 - Kauai 
Business M eeting 
David ■■■■■^Funeral Skit 


ON STAGE 

THE SPEAKER IS INTERRUPTED 
AT THE END OF THEIR 
PRESENTATION BY DAVID 

NOTE OUT TO THE PODIUM. THE 
SPEAKER READS THE NOTE 
SILENTLY AND APPEARS 
SERIOUS BEFORE ANNOUNCING. 


JOHN! 


We have just received very sad news about one of 
our competitors back on the mainland. Ladies and 
gentlemen, I'm sorry for this departure from our 
agenda, but here is David share the 

details. 


TO PODIUM 


MUSIC 

UPBEAT INTRO MUSIC 


ON STAGE 

DAVID WAVES THE MARCHING 
BAND OFF FROM PLAYING INTRO 
MUSIC 


DAVIDI 


Please, not now. That’s the wrong feel for this 


moment. 


ON SCREEN 

■REST IN PEACE" GRAPHIC 
ILLUSTRATION 


MUSIC 

MUCH MORE SOMBER, DIRGE-LIKE FUNERAL 
MARCH 


ON STAGE 

DAVID IS SOMBER AND SERIOUS 


DAVID I 

That's better, thank you. Brothers and sisters of the 
Home Loans fraternity... it is my sad responsibility 
today on this otherwise joyous occasion to be the 
bearer of tragic news. For this day, we have lost one 
of the true legends in our industry. 


- Redacted by the Permanent 
Subconunittee on Investigations 
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VerDate Nov 24 2008 


ON STAGE 

A COFFIN IMPRINTED WITH 
LARGE COUNTRYWIDE LOGOS IS 
SLOWLY CARRIED OUT ONTO 
THE STAGE BY FOUR 
PALLBEARERS 

PALLBEARERS ARE DRESSED IN 
BLACK AND WEARING BLACK 
SUNGLASSES 

PALLBEARERS SET THE COFFIN 
DOWN ON SAWHORSES OR A 
PEDESTAL 


So many of us warned the dearly departed about the 
risky - some may say reckless - behavior they 
engaged in. Throwing money around like 
Paris Hilton and selling products they don't really 
know or understand. But still the shock of their 
demise takes us by surprise. I guess we should have 
suspected something when we heard they had their 
Option ARM amputated. They just couldn’t stop the 
bleeding. 


And while it IS true that when you dance with the 
devil you have to expect to get burned, we are indeed 
sorry that it will be flames for eternity for them. A nice 
tan is one thing, but too much heat isn’t good for 
anyone’s complexion. 


Even while they danced the funky chicken on the very 
edge of the cliff, we always cared about them 
because - well, we hired so many of their best people 
to work for us, we felt a certain connection. 


ON STAGE 

DAVID STARTS TO SMILE AND 
SOUND HAPPIER 


And yet, it we look hard enough, we can see the good 
that also comes fronn their departure. 


MUSIC BED 

PLA YING UNDERNEA TH DA VID: 

■NA, NA, NA, NA, NA, NA, NA, NA, HEY, HEY, HEY, 
GOODBYE’ 


ON STAGE First off. their pain has finally ended and that’s a good 

DAVID’S HAPPINESS BUILDS AS 

HE SPEAKS thing. And now borrowers across the nation will all 


PALLBEARERS START REACTING 
AFFIRMATIVELY 


be better served with Simpler Banking and More 
Smiles! And some really scary and dangerous 


mmmmmm = Redacted by the Permanent 
Subcommittee on Investigations 
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people vran't be on the street anymore. To tell you 
the truth, I never really liked them anyway. 


All of a sudden the dark cloud over the mortgage 
world has been replaced by blue skies and sunshine! 


And all of us will make more money and have more 
fun. So I guess the news really wasn't as bad as I 
thought it was, because it makes us want to say. . . 


ON STAGE 

THE FOUR PALLBEARERS JOIN 
DAVID IN SINGING AND 
PERFORMING A SIMPLE 
"VICTORY DANCE" BEFORE 
EXITING THE STAGE WITH THE 
COFFIN 


DAVID AND THE PALLBEARERS 

(SINGING) 

“Na, na, na, na, na, na, na, na, hey hey hey, 
goodbye!" 

(DAVID AND THE PALLBEARERS KEEP SINGING 
UNTIL THEY ARE OFF STAGE) 


mmmmmmm Redacted by the Permanent 
Subcommittee on Investigations 
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- Redacted by the Permanent 
Subcommittee on Investigations 


H U R F O R D and C! O M P A N Y 


WaMu 

Home Loans Group 
President’s Club 2006 - Kauai 
Business Meeting 

“I Like Big Bucks" Skit 

Performed to Sir Mix A Lot's, “Baby Got Back" 


VOG ANNOUCEMENT OF KAUAI KICK IT KREW 

Welcome back, ladies and gentlemen. And now for something completely 
different,. , It’s a bold and very special tribute to all o f YOU, p erformed by the one 
and only P. Club Posse! Please give it up for Kathy fUlpnd the Kauai Kick It 
Krewe with “I Like Big Bucks!” 

INSTRUMENTAL INTRO 

(Starts at 0:16 and runs to 0:30 in original recording. Delete spoken voices.) 

KATHYWgtt^ND HER ‘BIG BUCKS' RAPPERS MOVE INTO PLACE ON STAGE 
DURING THE INSTRUMENTAL INTRO. ONCE IN PLACE, THEY TURN THEIR BACKS TO 
THE AUDIENCE. 

AS THE LYRICS BEGIN, KATHY AND HER ‘BIG BUCKS' RAPPERS TURN AROUND TO 
FACE THE AUDIENCE WHILE THEIR LYRICS ACOMPANY THEM ON THE PROJECTION 
SCREENS. KATHY AND HER RAPPERS PERFORM SIMPLE CHOREOGRAPHY WITH THEIR 
LYRICS AS THE CHEERLEADERS MOVE IN TIME TO THE MUSIC. 

^THY^H fl^AND “BIG BUCKS" RAPPERS 

(Rap starts at 0:30 mark in original recording) 

I like big bucks and I cannot lie 
You mortgage brothers can’t deny 

That when the dough roles in like you’re printin’ your own cash 
And you gotta make a splash 
You just spends 
Like it never ends 

Cuz you gotta have that big new Benz 


All of that biing you’re wearin’ 

Shining so bright peoples starin’ 

It's crazy, I gotta ski Aspen 
That’s all I’m askin' 

f 9 4 9 
f 9 4 9 
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KATHY ■| ^IIII^^ND “BIG BUCKS” RAPPERS 

KATHY AND HER RAPPERS MOVE INTO THE AUDIENCE TOSSING PAPER PLAY MONEY 
INTO THE CROWD AS THEY CONTINUE RAPPING. 

My homegiris tried to warn me 
That rappin' big bucks 
Make me look corny 
Ooh, root of evil 

Without big bucks I'm feeling feeble 

Scuze me, scuze me, cuz my big bucks do amuse me 

On my vacations 
I tour all nations 

In style, while, luxuriating every mile 

I'm loving my estate 
Sorry can’t unlock the gate 
Now a little botox and nips and tucks 
Ail it takes is big bucks 

So Players (Yeah!) Players (Yeah!) 

Do you love to make big bucks (Hell yeah!) 

Well Be Bold! (Be Bold!) Be Bold! (Be Bold!) 

Be bold and make big bucks 
Make me big bucks. 

INSTRUMENTAL SCRATCH BREAK 

(Starts at. 1:23 and runs to 1:38 in original recording) 

DURING SCRATCH BREAK : 

KATHY^ ^i^AND “BIG BUCKS” RAPPERS 

Pay me now AND pay me later 

(replaces "LA. face with an Oakland booty" from original recording) 

Make me big bucks! 

KATHY AND "BIG BUCKS" RAPPERS STRIKE A "RAPPERS POSE" UPON DELIVERING 
THEIR FINAL LINE. 


= Redacted by the Peniianent 
Siihenmmitlee on Investigations 
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From: Rotella, Steve <steve-roteIla@wamu.net> 

Sent: Friday, January 4, 2008 3:37 PM 

To: Killinger, Kerry K, <u85059132441079@wamu.com> 

Subject: RE: comp 


I agree 100%. I will be seeing you late Friday, as Marc may have told you. After our last talk, 
which i appreciated, some time off, and some discussions with Marc, I have a few key items I 
want to discuss. 

I am committed to whatever it takes and like you want to take our best shot and make a 
recovery occur that we will all be proud of and will prove all the skeptics wrong (not to mention 
keep Jamie and others away). 

As I said, there are some specific items I want to discuss with you that are important to me. I 
think they are more than reasonable, but need and want your input and thoughts, not to 
mention other suggestions that would be additive. These items revolve around broadening 
and strengthening our relationship, which I think has been very good, but can and should 
move to an even higher level at this crucial time. At the same, time I would like to get more 
insights about the future for me. I think these two things go hand in hand very nicely. I look 
forward to the talk a quick meeting of the minds. I want nothing more than to lock arms and 
drive the company with you and win, and to move forward personally at the same time. 

I also have a top 10 (or 12) list of our key tasks this year for discussion I would like to get to. 
What is less clear right now is what that path out of the distressed asset whole we are in will 
be (bad grammar!), but as you will see, I think the #1 priority is to figure that out and then 
show the folks what that is, I also agree that once we do that, everyone either gets on or off 
the boat and move on. 

I am more than hopeful and confident that you and I can expand what we have done together 
thus far and look forward to our talk and then, hopefully, putting it in full throttle. 

PS Just got out from under anesthesia an hour ago, so I may not remember this, and hope I 
didn't make too many errors. 

— Original Message — 

From: Killinger, Kerry K. 

Sent: Thu 01/03/2008 10:57 PM 
To: Rotella, Steve 
Subject: Re: comp 
Steve, 

I think the keys are as follows: 

You and I need to be the champions of the near certainty of a turn around and upside for the 
stock. We then need to convince Tom, Todd and the other EC members. We ultimately need 
to tell folks to get on the train or get off. The key dynamic is for you and me to be In sync and 
to be united in telling the players to join us or leave. 

As an aside, our people have gone through a period of shock and are soared. They need 
leadership and they will follow us if we tell them it will all work out. What they don't need is a 
lot of analysis of what might go wrong. 

The 2008 bonus targets need to be achievable and controllable by our team. The four items 
mentioned today to you and Tom were the best I could come up with. We should find four 
measures that we feel good about and will motivate the correct behavior. 

In short, success of the comp program is up to you and me. I think we are putting the right 
economics and opportunities on the table. But we have to convince our folks that they will all 
make a lot of money by being with WaMu. 
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On this front, it was refreshing to hear the CLO candidate today give his assessment of why 
he was interested in joining WaMu at this point in the cycle and how much upside he thought 
we had in our stock. I got the same pitch from the President of Occidental Petroleum who 
wants to join our board. 

Let's keep talking. 


Kerry 

— Original Message 
From: Rotella, Steve 


• " Redacted by the Perroanenl 
Subcommittee on Investigations 


To: Killinger, Kerry K. 

Sent: Thu Jan 03 22:17:19 2008 


Subject: Re: comp 

The feeling people will have about this is tied to the level of pain on the cash bonus side. I 
think these levels look pretty good on the surface but each person will view them differently 
based on their sense of their ability to influence the stock price and personal time horizon. 
Unfortunately more than a few feel our stock price will not easily recover, that it is highly 
dependent on housing and credit and they can't influence that at all. This will come on the 
heels of what will be a terrible fourth qtr, and likely very poor results in the first half along with 
continued bad news in the environment. So we will have some people thinking, "this is nice 
but I don't see the upside in a time frame that works". Also, as you know folks feel very 
burned by the way their paper was tied to performance targets that they now see as 
unrealistic and tied to housing and have a jaundiced view of paper. 

That all argues for a path to show folks how we can get the bad stuff off, which will not be 
easy at all tor awhile and I feel, a much bigger opportunity to earn cash next year. People 
want more certainty right now with some leverage, not a high dose of leverage with low cash. 
That said. I would love to see everyone get more paper if cash is to be hit hard, but 
understand there are lots of complication^^ 

Using the numbers below, I do not think BBfneeds to be that high on restricted and would 
lower her to 500K, Otherwise the rest looks ok on a relative basis. 


Sent from my BlackBerry Wireless Handheld 
— Original Message — 

From: Killinger, Kerry K. 

To: Rotella, Steve 

Sent: Thu Jan 03 18:45:17 2008 

Subject: comp 

Steve, 

I could use your input on exec comp. We need to visit with the HR committee next Monday on 
some preliminary recommendations. 

Our current thinking is to recommend that equity grants be in options this year. Probably 
staying with 10 year options. I wanted to do five year options so we could goose up the 
number of shares, but the accounting cost for a 5 or 10 year option is too close to make It 
worthwhile to do five year options. (This might change if accounting comes back with a 
different answer). We can issue more options than last year because of the lower stock price 
and the strike price should be attractive. But the value of options is higher than I would like 
because our stock price volatility has increased. So far, accounting Is telling me it will cost us 
$5.50 per share in option costs. So $1 .5 million of options would be about 272,000 shares. I 
will keep working on accounting to get the cost down as much as possible. 

In addition to the targeted equity grant which would be done in options, I am considering an 
additional restricted stock grant which would help a bit on retention and to help offset the low 
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i = Redacied by the Permanent 
Subcommittee on Investigations 


bonus for 2007. 

Here are some examples which I could use your input on. I took a rough cut based on the 
TMPs we discussed. 

;_$1 .8 million equity target. Issue $1 .8 million of options and $750,000 of restricted. 
“ : $1 .5 million target. Issue $1 .5 million of options and $750,000 of restricted. 
J$1.5 million target, issue $1 .5 million of options and $500 million of restricted. 

|$1 .5 million target. Issue $1 .5 million of options and $500,000 of restricted. 

J$1-5 million target. Issue $1.5 million of options and $500,000 of restricted. 

Let me know your thoughts on these. 

Kerry 

Confidential Notice: This communication may contain confidential and/or privileged 
information of Washington Mutual, Inc. and/or its subsidiaries. If you have received this 
communication in error, please advise the sender by reply email and immediately delete this 
message and any attachments without copying or disclosing the contents. Thank you. 
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mmmmmm = Redacted by the Permanent 

Subcommittee on Investigations 

Steve Frank 


From: 

Sent: 

To: 

Subject: 


Kiliinger, Kerry K. (kerry.kaiinger@wamu.net] 
Wednesday. July 16, 20 08 11:53 AM 

RE; Comp 


We would disclose the exclusion of EC members from the bonus plan. 

There would be no disclosure of the retention cash payments. Option grants 
would be held off until whenever other comp, actions were done. 

This would be good news for EC members oth.er than Steve and Tom who would 
get nothing at this point. 


Confidential Notice: This communication may contain confidential and/or 
privileged information of Washington Mutual, Inc. and/or its subsidiaries. 
Tf you have received this conmunication in error, please advise the sender 
by reply email and immediately delete this message and any attachments 
without copying or disclosing the contents. Thank you. 


Original Message 

From: stevetfl|fe^lH|||^ com (’mailto:steveSHteHH||^comj 
Sent: Wednesday, July 16, 2008 11:48 AM 
To: Kiliinger, Kerry K. 

Cc: James H Stever 
Subject: Re: Comp 

Sounds OK to me. What formal disclosures are required? Does this mean 
you're holding off on option portion of retention? 

Original Message 

From: Kerry K Kiliinger 
To: Steve Frank 
Sent: Jul 16, 2008 11:44 AM 
Subject: Comp 

Steve, 

Daryl and I are recommending some comp actions and Jim Stever said he is 
fine if you are okay. 

We would like to have the HR committee approve excluding the exec pom from 
the 2008 bonus and to approve the cash retention grants to the non’ NEOs. 
This would allow me to respond to questions next week regarding the bonus 
plan on the analyst call. And it would help calm down some of the EC 
members . 

Let me know your thoughts. 

Kerry 


Sent via BlackBerry by 

I P«^rwanent Subcommitlw on Investieations 

I EXHIBIT #66 
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From: Melby, Randy <randy.melby@wamu.net> 

Sent: Wednesday, March 5, 2008 7:44 PM 

To; Chippendale, Bill <wiHiam.chippendaIe@wamu.net>; Timberlake, Bridget 

<bridget.timberlake@wamu.net>; Dahl-Amundson, Debbie D. 
<debbie.amundson@wamu.net>; Dunlap, Erin <erin.dunlap@wamu.net>; Thoreson- 
Rogers, June C <june.thore:son-rogCTS@wamu.net>; Snyer, Michele P. 
<michele,snyer@wamu.net>; Johnson, Robert <robert.johnson.u236246@wamu net> 
Subject: WaMu Board Shields Executives’ Bonuses - WSJ Article 


FYI 


WaMu Board Shields Executives' Bonuses 

By VALERIE BAUERLEIN and RUTH SIMON 
March 5, 2008; Page AS 

The board of Washingto n Mutual Inc. has set compensation targets for top executives that will exclude some 
costs tied to mortgage losses and foreclosures when cash bonuses are calculated this year. 

The move, approved last week and disclosed in a securities filinglate Monday, essentially shields the pay of 
chairman and chief executive of the thrift, Kerry Killinger, and more than 100 other executives from the 
continuing mortgage fallout. 

Washington Mutual has been hit hard by the housing crisis. The nation's largest thrift by market cap is exposed 
to some of the worst housing markets in the U,S., where home values are sinking and foreclosures are soaring. 

In the fourth quarter, the thrift reported a $1.87 billion Joss fueled by a sharp increase in its reserve for loan- 
related losses. Loan-loss provisions on mortgages, as well as foreclosure costs, will be left out of the new 
formulas. 

In the filing, the human-resources committee of WaMu's board, which approved the compensation targets, cited 
the "challenging business environment and the need to evaluate performance across a wide range of factors." 

The committee said it will "exercise its discretion" to determine the exact amount of the cash bonuses for 
executives covered by the plan and "subjectively evaluate company performance in credit risk management and 
other strategic actions," 

In a statement late yesterday, WaMu said, "The success with which credit costs are managed will unequivocally 
continue to be a major part of the Board’s final deliberations." The company added that it will include further 
information on the company's compensation philosophy in its proxy statement later this month. 

The new formula angered some WaMu investors, who have seen the value of their holdings shrivel as the 
thrift's mortgage troubles worsened. In the past year, WaMu's share price has tumbled about 70% - to where it 
was about 1 2 years ago. The shares fell 26 cents, or 1 .9%, to $13.39 in New York Stock Exchange composite 
trading, "They've cost their shareholders a lot of money," said David Dreman, chairman of Dreman Value 
Management LLC, which holds 27.9 million WaMu shares. "Bonuses should be given to the executives who 
enhance shareholder value, not destroy it." 

In a research report, Frederick Cannon, an analyst with Keefe, Bruyette & Woods, expressed concern that the 
cash-bonus formula "could result in executive focus away from issues, particularly credit management, that we 
feel are critical to the success" of WaMu. Mr. Cannon, who is forecasting a steep loss by WaMu this year 
largely becau.se of housing woes, called cm the company's directors to "revisit the 2008 compensation plan and 
make managing credit a top priority of senior management with objective rather than subjective measurements." 
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Compensation experts described the structure of the bonus program as unusual. According to the filing, 30% of 
cash bonuses for WaMu executives will be based on net operating profit, excluding "loan loss provisions other 
than related to our credit card business" and "expenses related to for^losed real estate assets," the frling said. 
Another 25% of cash bonuses will be based cm ncm-interest expense, excluding restructuring costs and 
"foreclosed real estate assets." 

Top WaMu executives had their bonuses slashed last year by more than half WaMu directors wanted to 
develop a plan that would not penalize executives fim market conditions beyond their control but would also 
allow discretion to judge individual performance, according to a person familiar with the board's thinking. 

Last year, WaMu directors gave more weight to whether the company hit per-share earnings targets. The 
financial impact of loan-loss reserves and foreclosures wasn't excluded from calculations of cash bonuses. As a 
result, Mr. Kiliinger, 58 years old, was eligible for about one-third of his target bonus last year. In January, Mr. 
Killinger told analysts that he wouldn't accept any 2007 cash bonus because of WaMu's poor results. 

Mr. Killinger's total compensation for 2006 was $14.3 million, including a $1 million salary. He got a 2006 
bonus of about $4, 1 million. His total compensation for last year hasn't been disclosed yet. 

Mark M. Reilly, a partner at 3C-Compensation Consulting Consortium in Chicago, said it is more common 
when making changes for companies to keep an old compensation system in place for the top five or six 
officers, but to revamp the bonus structure for midlevel executives.John Buckingham, CEO of Al Frank Asset 
Management Inc. in Laguna Beach, Calif., which holds about 1 19,000 shares of WaMu according to FactSet 
Research Systems Inc,, said the board was being realistic by trying to show that it still is possible for executives 
to earn a bonus. "You have to do things to keep them," he said. "It might not be politically correct, because the 
capt^n's supposed to go down with the ship. But in the red world, that's not how it works." 
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WaMu creditors could challenge 
payments to Kiilinger, others 

8y tVk!!iss& Alison 

c.-iaiiif Ti’-ibs !>ui'.!r.eci. reocrfer 

Creditors in Washington Mutual inc.'s bankruptcy could go 
after a $16.5 miiiton cash severance payn'ent promised to 
ousted CEO Kerry Kiiiinger, experts said. 

White federal regulators seized WaMu‘s banking operations 
hast vyeek and sold most of them to JPMorgan Ctase, the 
WaMu holding company that previously owned tt« bank filed 
for bankruptcy protection and now will be scrutinized by 
creditors with more than $5 billion in claims. 

In trying to get back some of ttieir money, they can challenge 
payments made to corporate insiders during the year before 
bankruptcy, several e>!perts sald. 

Tbat includes Killinger's severance payment and a $7.5 million 
signing bonus for his successor, Alan Fishman, who ran the 
bank for 18 days before it failed. 

Fishman's signing bonus would be difficult to reclaim, said J. 
Scott Bovitz, who practices bankruptcy law in Los Angeies. 

"it's not for 18 days of work; it's for starting out," Bovitz said 
of the signirjg bonus, which would teve to be considered too 
rich compared with signing bonuses for other executives with 
similar backgrounds before a court would reclaim it. 

Killinger's severance, however, could be recover^ for a 
number of reasons, including whether he used his best 
business judgment in running the company. 

"There's a certainty that a creditors' committee will look into 
this vei 7 carefully, because it's a lot of mortey goir^ out the 
door," Bovitz said. 

WaMu has not said v^hether Killinger’s severance was paid. 



Former WaMu CEO Kerry Killinger 


r — 



Alan Fishtren ran WAMU in its last days, 



"Most executives get a lump sum, and it's paid immediately. howe\,^r you want to define that," said David Schmidt 
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at James F. Reda & Associates, an executive-ccwnpensatbn consi^ir^ firm in New York. 

It is unclear whether Fishman and other top executives are now employed by JPMorgan or WaMu's holding 
company. Efforts to reach WaMu executive vice preskJent Stewart Landefeld. who went on leave from the Seattle 
law firm Perkins Coie to do legal work for WaMu, were unsuccessful. 

Depending on where they work, Fishman and other e>^utives who leave could see their employment contracts §€” 
including severance §€” honored by JPMorgan, or put behind secured creditors in bankruptcy court, where their 
chances are slim, 

“If executives have millions of dollars due to them, they're not going to get it.” said Harlan Platt, a professor of 
finance at Northeastern University in Boston. 

It is also unknown whether Killinger sold the $5.1 million in WaMu stock he owned when he was ousted. That 
stock, like the shares of other stockholders, woiid now be virtually worthless. 

Schmidt cited the example of Dick Fuld, CEO of Lehman Brothers, who was thought to have sold his shares as the 
investment bank collapsed toward bankruptcy. It timed out that he held onto several million shares until they were 
worth mere pennies, 

"He may have expected it to turn around, and Killinger may have been in that same boat,” Schmidt said. "Ultimately 
what happened, we don't know." 

Indeed, questions abound for the bank's new owners in New York and the old company in bankruptcy. 

JPMorgan is deciding what to do with WaMu's pension and deferred-compensation plans. It also must decide 
which WaMu employees, including top executives, it will hire and who will receive severance. 

For its part, the holding company does not even know how much it has in assets, In a securities filing on Tuesday, 
the company said it is trying to figure out the status of its assets, which include $5 billion in cash that was on 
deposit at WaMu. 

JPMorgan spokesman Tom Kelly had no comment. 

Melissa Allison: 206-464-3312 or ma!!ison(d>seattletimes.com 

Copyright ® 2008 The Seattle Tlrnes Compar^y 
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(206) 377-2496 (fax) 
todd . baker® wamu . net 

"Note my contact information is updated as of September 5, 2006. Please update your 
contact information so we don't lose touch. 

— Original Message — 

From: Kiilinger, Kerry K. 

Sent: Friday, October 12, 2007 3:51 PM 
To: Baker, Todd 

Subject: Re: Can you take a look at this before Monday and give your blessing? 

I don't trust Goldy on this. They are smart, but this is swimming with the sharks. They were 
shorting mortgages big time while they were giving CfC advice. 

I trust Lehman more for something this sensitive. But we would need to assess if they have 
the smarts we need. 

— Original Message — 

From: Baker, Todd 
To: Kiilinger, Kerry K. 

Cc: Casey, Tom; Williams, Robert J.; Rotella, Steve 
Sent: Fri Oct 12 15:36:00 2007 

Subject: Can you take a look at this before Monday and give your blessing? 

Kerry: The Finance team, under Tom, is starting next week to look at structural ideas around 
large scale credit risk transfer (everything from good bank/bad bank to securitization ideas). 
We would like to bring in a top investment banker to help us brainstorm and think these 
issues through. The idea at this point is to understand what the range of options is and begin 
to prepare preliminary plans. We want to be in a position to move forward quickly in the event 
that market conditions shift or something becomes executable. 

A key to our success will be absolute confidentiality, so we want to discuss these issues with 
only one banker only and not let the other firms know anything about our thoughts or process. 
This will involve disclosing confidential WM information, which will probably require an 
engagement letter and a fee discussion. 

Our strong first choice for this effort would be Goldman Sachs, as John Mahoney is the 
smartest banker overall, the best at thinking about financial structures, has been through this 
before, and his firm is the deepest. He also has the advantage of understanding the CFC 
situation. 

If Bill Longbrake is right we could be in for a rough road ahead and hiring the best brains is 
always wise when the stakes are high. Goldman also has the strong balance sheet, market 
heft and risk appetite to do many things themselves for us that others couldn't as part of the 
solution. On the other hand, they are very expensive and we may have trouble getting John’s 
full attention. John himself is very discreet but we always need to worry a little about Goldman 
because we need them more than they need us and the firm is run by traders. Nevertheless, 
we recommend going with John on this. 

One alternative choice would be Doug Simons at Credit Suisse, as he is incredibly bright and 
creative, although with less practical experience with credit risk transfer vehicles. He would be 
very loyal and give us 150% effort. The firm backup would be somewhat weaker but they 
would view it as a plum assignment. This would be a risk that Doug couldn’t deliver but there 
is also a chance that we could end up with something unique and out of the box that would 
work. 

Lehman would be another alternative choice. The internal dynamics there are better than they 
were but it is still a problem getting coordination between Phil (who would insist on running 
things) and the rest of their team. There are some strong people there, Phil has a good 
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intuitive sense of structuring and he has been through this before. If we could get the right 
people involved and stay out of their internal squabbles they would do a good job for us. On 
the downside, the emotional cost of dealing with Phil’s needs (which often seem more 
important than ours) is steep. His loyalty is a plus. 

We would not recommend Morgan Stanley, despite the strong relationship, because we 
believe Kirk/John are less strong around complex deal structures, tax, accounting etc. Oliver 
at UBS is smart and creative enough, but the team is an unknown. 

Unless I hear otherwise from you we'd like to contact John Mahoney at Goldman after our first 
internal meetings next week to see if they have the capacity for something like this. Can you 
let me know before Monday if you object? 

Todd 

Todd H. Baker 

Executive Vice President - Corporate Strategy & Development 
Washington Mutual Inc. 

1301 Second Avenue, WMC 3301 
Seattle, WA 98101 
(206) 500-4191 (phone) 

(206) 377-2496 (fax) 
todd.baker@wamu.net 

"Note my contact information is updated as of September 5, 2006. Please update your 
contact information so we don't lose touch. 
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From: 

Sent: 

To: 

Subject: 


Morris. Loren 

Wednesday, February 21 , ^07 7:34 AM 
Gasvoda, Kevin 
RE: Request 1o Talk 


x-gs-classification: Internal-GS 


Grear . 1 spoke to Doug yesterday and he related we have WAMU's attention, rie is looking 
into the status of the $6MM requested for repurchase back in October. Then we will discuss 
a game plan go forward. I expect to hear back by Friday. Is there a senior contact at New 
Century you would like me to contact? I don't have any contacts. Spoke to Mike Koch of 
Fremont yesterday. I expect to talk to him again today. I can see I'll have to ride him. 
Thank.s, Loren 

Original Message 

From: Gasvoda, Kevin 

Sent: Tuesday, February 20, 2007 9:15 PM 

To: Morris, Loren 

Subject: RE: Request to Talk 

Yes, Dave Becker. Sparks can be helpful here. thnx 

Original Message 

From: Morris, Loren 

Sent: Tuesday, February 20, 2007 8:45 AM 

To: Gasvoda, Kevin 

Subject: Re: Request to Talk 

Also, David mentioned that he would discuss with Doug's boss. I believe his name was David 
Beckman. I sense, Doug is not empowered, but is now duly directed. I intend to bring home 
some cash. 

Original Message 

From: Gasvoda, Kevin 

To: Morris, Loren 

Sent! Frl Feb 16 20:06:31 2007 

Subject: RE: Request to Talk 

Thanks Loren, let’s go get ’em. 

Original Message 

From: Morris, Loren 

Sent: Friday, February 16, 2007 8:04 PM 
To: Gasvoda, Kevin 
•Subject: Re: Request to Talk 

My sense from discussion with David is that he is not surprised there are problems and we 
can start with Doug. He would intercede as required. 

Original Message 

From: Gasvoda, Kevin 

To: Morris, Loren 

Sent; Fri Feb 16 19:19:21 2007 

Subject: RE: Request to Talk 

PS - the good news on this front is that Doug is reasonable and likes us. Flip side is I 
didn’t think he had the power to "fast track" us really though. 

Original Message 

From: Morris, Loren 


Permanent Subcommittee on Invesheations 

EXHIBIT #69b 
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Sent: Friday, February 16, 2007 2:05 PM 
To: ' david . schneider8wamu , net ' 

Cc: 'doug.potolsky8warau.net’; Gasvoda, Kevin 
Subject: Re: Request to Talk 


= Redacted by the Permanent 
Subcoinminee on Investigations 


Thanks David. I hope the powder is good. Enjoy your vacation. Doug, I look forward to 
working with you. I can best be reached via email and cell phone: 708 2i8-197B. Thanks, 
Loren 


Original Message 

Frora: Schneider, David C. <david. schneider@wamu. net> 

To: Morris, Loren 

Cc: Potolsky, Doug <doug.potolsky@wainu.net> 

Sent: Fri Feb 16 13:19:30 2007 
Subject: Re: Request to Talk 

As we discussed today I think it is best for you to start the conversations with Doug 
Potolsky. I hagve copied Doug on this email. 


Original Messag e 

From: Morris, Loren <HHHHllii^@gs . coin> 

To: Longbrake, Bill A. ; Schneider , David C. 

Cc; Gasvoda, Kevin <f||HHIH||^^^@gs . ccnO 
Sent: Thu Feb 15 09:18:08 2007 
Subject: RE: Request to Talk 

Thanks Bill. David, I'm sorry we keep missing each other. Since you're going on vacation 
tomorrow, your secretary suggested sending an email. 

Perhaps you can call when you free up. David, as you may know, Goldman and Long Beach/WaMu 
have had a long standing and successful relationship for years. Among other things, 
several billion in first liens have been purchased over the past two years as well as 
approximately $1.5 billion in second liens. Further, Goldman recently was the lead on one 
your own securitization shelf, which I understand went well. We value the relationship. 

However, we have several 2006 second lien deals in which Long Beach was a major 
participant. Moreover, Long Beach continues to service a sizeable amount of these loans. 
These deals are performing dramatically worse than other second lien deals in the market 
during 2006. As you can imagine, this creates extreme pressure, both economic and 
reputational, on both organizations. The investors ate demanding answers, decisive action 
and resolution. I've been asked to assist with the resolution of these repurchase issues. 

My goal is to work through the issues by engaging the originator at a senior level early 
in the process. Although we have a small amount of the total potential repurchase claims 
in your offices, I'd like to avoid a lengthy and laborious debate and engage a senior 
person in your organization to work with us side by side to short circuit Che process. 

I believe this will serve us both well and lead us to an equitable an’d early resolution. I 
will be the primary contact at Goldman and look forw ard to sp eaking with you soon. I can 
best be reached via email or by cell phone at: (708)^H|||||H^ Thanks, Loren 

0rig.inal Message 

From: Longbrake, Bill A. [roailto:bill , longbrakeQwamu. net] 

Sent: Wednesday, February 14, 2007 12:52 PM 
To; Schneider, David C. 

Cc: Morris, Loren 
Subject: Request to Talk 

David - you nay recall Loren Morris from the Housing Policy Council when you were 
attending on behalf of Citigroup Mortgage. At that time Loren was with HSBC and was 
HSBC's representative. Both of you have moved on. 

Loren is now with Goldman Sachs. Goldman Sachs is contemplating becoming a member of the 
Housing Policy Council. 

Loren would like to talk to you directly about Goldman's busine.ss with WaMu, specifically 
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the securitization business Goldman does with Long Beach mortgages. 1 gave Loren your 
Seattle offi ce telephone numb er. He will be calling you. Loren's telephone number is; 
212-^mimi||||^ cell phone 708-tmiimi|[|^ traveling today. 


■ Redacted by the Permanent 
Subcommittee on Investigations 
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Subject; {HOLD)Managing Risk Inherent in HFI & HFS Portfofios (Jim Vanasek) 


Start: 

End; 

Show Time As: 


6/1/200512:00 PM 
6/1/2005 2:00 PM 
Busy 


Recurrence: (none) 


Tell me tomorrow what this conflicts with and we will resolve ATM 


Original Message 

From: Vanasek, James G. < james . vanasek8wainu.net> 

To: Meoia, Tony T. <tony.meola@wamu.net>; Hillis, Mark R. <mark.hillis@waniu.net>; Mattey, 
Joseph <ioseph .rnattey8wamu.r.et>; Tierney, Ann <ann. tierney8wamu. net> 

CC: Rotella, Steve <steve . rotelia0waji(u.net>; Killinger, Kerry K. 

<kerry . kiilingerSwamu . net>; Casey, Tom <toni. caseyfiwamu .net> 

Sent: Tue May 24 09:22:20 2005 
Subject: Strategic Planning Meeting 

In preparation for the Board Meeting in June, I have scheduled the following 2 hour 
meetings starting today at 1:30 with Joe and Ann. The next meeting is set for June 1 at 
9:00 AM and the following is June 3 at 11:00. The following week we are scheduled for 
June 6 at 9:00 and June 8 at 1:00 and June 10 at 9:00. 


The purpose of all these sessions is to get ourselves prepared for a presentation at the 
June Strategic Planning Meeting of the Board scheduled for June 20 but, more importantly, 
to take the work that has been done on Asset Allocation and Portfolio Management as a 
starting point and begin to apply it to managing the risk inherent in our HFI and HFS 
portfolios . 

We have four key objectives: 

1. Systematically remove some of the higher risk/under priced elements of the 
portfolio either through disposition of the loans or finding a way to wrap the loans with 
a Fannie or Freddie guarantee. This applies equally to prime and sub-prime assets. 

2. Create a game plan for backing away from some of the current industry practices 
that have now become the focal point of the regulatory agencies and mainstream press. 

The avalanche of publicity on interest only, home ecjutty, neg am and sub-prime expansion 
that has occurred in just the last three or four weeks is amazing. The current issue of 
Fortune with its cover story is a perfect example, not to mention the daily drumbeat in 
the VJSJ and weekly references in Business Week. For example Business Week had a prominent 
statistic about interest only loans as a percentage of volume having increased from 1.51 
to 31% of all mortgage loan volume -if true this is a staggering number, especially 
combined with the huge increase in non-owner occupied. We must expect a through grilling 
by the Board with all of these red alerts in the press. Mary Pugh has already registered 
her concerns as Chair of the Finance Committee. 


3. Out of all this discussion we must come up with a better mechanism for making 
business line and credit decisions. We absolutely must improve upon the process and then, 
once a decision is made, all get firmly behind whatever conclusions are reached. 

4. We must resolve the open credit positions in Home Loans and come to terms with the 
issues surrounding compensating factors, EDE, BEDE, emerging market loan standards and 
the overall proce.ss by which we coirmunlcate with the field. This includes resolving the 
historical problem around endless appeals to higher authority on out of the box loans. 

There is a critical balancing act that must take place here, and it must be done 
quickly. 


When we are further along in the process we will need to bring Keith Johnson and Craig 
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into the discussion to the extent that we need to resolve any sub-prime product issues. 
Decisions need to be reached with respect to both the HFI and HFS. I am particularly 
concerned about some of the HFS loans that could easily become very illiquid if the 
market begins to react to the current spate of Fed warnings, press coverage and 
regulatory commentary. I am concerned about the regulatory agencies. 

While Mark is out this week we will attest to get the required information together so 
that we can begin making decisions next week. 

1 will keep you advised as to our progress. JGV This message (including any attachments) 
is CONFIDENTIAL and may contain SENSITIVE information. DO NOT disseminate this 
i.nformation to parties who do not have the authorization to view this material. If you 
are not the intended recipient of this information or an employee or agent responsible 
for delivering this message to the intended recipient (s) , please do not read, 
disseminate, distribute or copy this information. If you have received this message in 
error, please contact the sender immediately. Washington Mutual reserves the right to 
monitor all e-mail. Electronic mail sent through the Internet is not secure. 

Thank you, Jim 
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From: Schneider, David C, <david.schneider@wamu.net> 

Sent: Monday, March 20, 2006 10:16 PM 

To: Feltgen, Cheryl A. <cheryl.fe!tgen@wainu.net> 



Subject: Re; Organizational Changes in Enterprise Risk Management 


Good plan. Snow is awesomel ds 
— Original Message — 

From: Feltgen, Cheryl A. 

To: Schneider, David C. 

Sent: Mon Mar 20 1 9: 1 3: 1 2 2006 

Subject: RE: Organizational Changes in Enterprise Risk Management 
I think Ron (and Hugh for that matter) is not focused at all on what is going on in appraisal. I 
am in a very awkward position since I need to make some key decisions and I feel 
responsible for the people (and by the way, they are in my budget), but they don't report to 
me. Both Diane Ludlow and Michelle White asked me today to try to do what I could to get 
appraisal to report to me. Hugh is disengaged on the subject. My plan is to go to Hugh first, 
see if he cares and then go to Cathcart. It seems very logical to me. I raised it as Ron was 
finalizing his org announcement. He Just didn't want to deal with it. I think his mind has been 
on other parts of the organization. By the way, flHBHHUfvas totally shocked when 
she heard the news that she was being terminated. Didn't see it coming at all. I think she may 
have been the only one at WaMu who didn't see it coming. 

Hope the skiing is fabulous with all that new snow. . . .and hope with all these phone calls, 
emails and Fed Ex packages, you still find a little time to shut it all out and enjoy yourself. 
Cheryl 

— Original Message — 

From: Schneider, David C. 

Sent: Monday, March 20, 2006 7:03 PM 
To: Feltgen, Cheryl A. 

Subject: Re: Organizational Changes in Enterprise Risk Management 
I hope the appraisal answer is only short term. 

— Original Message — 

From: Feltgen, Cheryl A. 

To: Beck, David; Berens, John; Castro, Rob R.; Feltgen, Cheryl A.; Fortunate, Steve; 
Giampaolo, Michael J,; Hattemer, Francis S.; Jones, Jeffrey R.; Meola, Tony T.: Pollack, 
Wayne A.; Roberts, Patricia M.; Robertson, Edward; Schneider, David C.; Stephenson, 
Richard; Veksler, Angela D.; Zarro, Michael R. 

Sent: Sun Mar 19 18:25:19 2006 

Subject: FW: Organizational Changes in Enterprise Risk Management 

You may have already received a very general announcement regarding the organizational 

changes that were announced for Enterprise Risk Management last Friday. In case you didn’t 

receive it and to provide some greater clarification about the change, I am forwarding the 

announcement that Ron Cathcart made to the risk team. An organization chart is attached 

below. 

I think the changes are very positive. Ron Cathcart's vision for the role of the Chief Risk 
Officer is to be “the voice of Enterprise Risk in the business and the voice of the risks in the 
business to Enterprise Risk". The organization change should facilitate much better 
communication than has existed in the past. Ron is dedicated to developing "a more efficient 
organization with closer alignment to the business'. The new structure will be helpful in 
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implementing the changes that will soon be recommended by the Op Ex project that is 
focused on the various loan review functions including CRO and CQT. Appraisal services will 
continue to report to Hugh Boyle pending the outcome of our confidential exploration of 
strategic alternatives for the providing of appraisal services. Thanks for the continued support 
my team and I have received from all of you during the evolution of the risk organization. 
Please do not hesitate to contact me with any questions you may have. 

Thanks. 

Cheryl 


From: **Ron Cathcart 

Sent: Friday, March 17, 2006 2:02 PM 

Subject: Organizational Changes in Enterprise Risk Management 
During the ERM all-hands teleconference call a few weeks ago, I introduced my vision for 
Enterprise Risk Management as a more efficient organization with closer alignment to the 
business. Effective immediately, I am announcing several organizational changes which will 
help support this vision. 

Alignment to the Business 

It is critical that ERM has heightened exposure to all of the risks in each line of business. As a 
result, the senior risk officers, Mark Hillis, Cheryl Feitgen and Marc Wright will report to me as 
Chief Risk Officers for their respective business lines. Chaomei Chen, Chief Risk Officer for 
Card Services, will also report to me. Each will have a double reporting line into their 
respective lines of business. 

Managing WaMu's credit risk and maintaining solid risk oversight is crucial to the ongoing 
success of Washington Mutual. Hugh Boyle, after serving several months in an acting role, 
has been named Chief Credit Officer for the enterprise. His role will expand to include the 
Credit Risk and Corporate Risk Oversight groups and he will report to me. Lorri Evans and 
Blake Nesmith will now report to Hugh. I want to thank Hugh for admirably stepping up in an 
acting role over the last couple of months during this transition. 

Integrated Compliance Organization 

We have opportunities to fully integrate and combine best practices of our Compliance 
organizations. Richard Lewis, formerly head of Enterprise Risk Management at Card 
Services, will relocate to Seattle and will manage a combined Compliance organization as 
Chief Compliance Officer. In this role, Richard will report to me. Susan Allison, Greg Imm, 
Diane Novak, Carl Rood, Meg Sczyrba, and David Skanderson will report to Richard. 

As a result of the realignment of the Compliance and Corporate Risk Oversight groups, 
Melissa Martinez has left WaMu to pursue other opportunities, I want to thank Melissa for her 
contributions to the company while leading Compliance and Corporate Risk Oversight over 
the last four years. 

Leveraging Market Risk Success in Operational Risk 

The disciplined quantitative approach developed in Market Risk can be applied to Operational 
Risk. Michelle McCarthy has demonstrated exceptional leadership with the Market Risk team. 
Her responsibilities will expand to include these two groups and she will report to me. Both 
John Stewart and Vi Johnson will report to Michelle. 

With the merger of Market and Operational Risk, Reid Adamson will be leaving WaMu to 
pursue other opportunities. I want to thank Reid for the solid leadership he brought to both the 
Internal Audit and Operational Risk teams during his tenure. 

Aligning Risk Management Services 

In an effort to streamline processes and services across the company, the following groups 
will be realigned. 
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* Brian Parker's Fraud team will lead an initiative to develop Enterprise-wide fraud 
management capabilities for the organization. He wiii report directly to Mark Hillls and the 
Retail Bank where our risk exposure is highest. In this role, he will coordinate with segment- 
level fraud specialists to enhance a firm-wide view of risk. 

* Corporate Security will join the corporate property team in CAO under Benson Porter. Barry 
Himel will report directly to Dave Murphy, where the team will be able to develop a strategic 
approach to security assets of employees and securities. 

* Cyber Investigations and Intelligence will join the TSG organization under Deb Horvath. 

Wen Tseng will report directly to Dave Cullinane. 

* Annie Searle's Enterprise Risk Services will now have a dotted line into Michelle McCarthy 
and will continue reporting to Deb Horvath. 

Creating an Enterprise Risk Group 

We will be developing an Enterprise Risk Group to organize and deliver ERM commitments to 
budgets, projects, board presentations, and other enterprise-wide programs. We will post for 
the leadership position of this group immediately. In the meantime, Dan Crisp, Thomas 
Henning, and Roberta Martoza will report directly to me. 

Looking Forward 

While the changes affect how we support the business structurally, the majority of employees 
will continue to have the same manager and the same day-to-day responsibilities. Since we 
are a dynamic organization, each manager has been asked to evaluate their teams to make 
sure the needs of the business are met. 

I ask you to join me in thanking Melissa and Reid for their many contributions to our success 
over the years. We wish them all the best in their next career endeavors. 

Thanks for a great job and your patience while I evaluated the organization. Our business 
partners and I are confident that these changes will allow us to take Enterprise Risk 
Management to the next level at WaMu. 1 look forward to our ongoing success in 2006. 

An updated organizational chart Is attached for your reference. If you have any questions, 
please speak with your manager. 

-Ron 

«ERM March 2006 Org Chart.pdf» 
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MEMORANDUM 


DATE: October 3, 2006 

TO; Board of Directors Audit Committee of Washington Mutual, inc. 

and Board of Directors Audit Committee of Washington Mutual 
Bank 

FROM; Ron Cathcart, Chief Enterprise Risk Officer 

RE: State of ERM: Effectiveness and Resource Adequacy Overview 


Action Requested; Review materials to gain perspective on Enterprise Risk 
Management’s effectiveness and resource adequacy in carrying out Its mission 
and responsibilities. 

Summary: At the request of the Audit Committee ERM will provide a quarterly 
update on ERM effectiveness and resource adequacy. An overview of this 
material will be provided to the Audit Committee on the State of ERM. 

Key components of this overview include: 

- 2006 Hits & Misses 

- Functional Risks & Opportunities 

• Key I n itiatives / Projects 

• Summary of 2007 Key Goals & Initiatives 
> ERM organizational updates 

- ERM financial plan (NIE) overview 
' Resource / FTE trends 
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From; 

Sent: 

To; 

Subject: 
Great letter. 


Cathcart, Ron 

Wednesday. January 03, 2007 7:47:08 PM 
Feitgen, Cheryl A. 

RE; Year-End 2006 Message for the Home Loans Risk Management Team 


From: Feitgen, Cheryl A. 

Sent; Tuesday, December 26, 2006 3:33 PM 

To: Addison, Bruce; Agharokh, Ben; Aguitera, Ondy D.; Akia, Vicfty; Wtsno, Deana C,; Allison, David D.; Atanasov, Atanas D.; 

Augustyn, Jeff; Avera, Joseph P.; Avera, Tisha V.; Bak&, Kely A.; Baloun, Angela IC; Barker, Christopher; Baughman, Brian D.; 
Baum, Buddy T.; Baysore, O^ris; Beckner, K^hy; Beggs, Amy; BeaBvegna, Bethany; Berk-Axelson, Nancy E.; Bevan, Debbie I.; 
Beyer, Dean; Sigim, Brian 3.; Bilgera, Vanessa L.; Bortz, C^Kty; Boutin, Kef^ra L.; Brand-Foshag, Jennifer S.; Breeding, Diana G.; 
Brennen, Moltle J.; Brovim, Laka^a M.; Britton, Kerry; 8uttt>, Bany C.; Buchberger, Steven C.; Bucher, Frank; Buffingtor^, Jared M.; 
Bull, Sushuma R.; Burkhart, Greg; Burris, Tysar W.; Cabrera, Patricia A.; CaWiI, Michelle M.; Camara, Anna Uza; Campion, Tamela 

D. ; Cartson, CherylLynn; Carmody, Candice; Carrrxwia, Josine; Cascone, Jeanne J.; Case, Lori K.; Castaneda, Carolina; Chamberlin, 

Scott A.; Chambers, Joanne; Chap»TO, Noerw; Chen, FrederckC.; Chen, Henry C.; Christopher Jr, Bill; Cochran, Judith; Coggins, 
Janis A,; Collins, Carol; Collins, Sandy 3.; Steven D.; Cows, Jodi; Copeland, Theresa; Cordi, Maryanne; Ctein, Mary L.; 

Otsher, Deborah A.; Cruz, Pablo; Cumbee, EJonra F.j CumirHshxtl, Mark R.; Cursto, Toni K.; Czervionke, Matthew R.; Dagenais, 
Doris M,; Dabigren, Ann L.; Davwio, Mariame B.; Da^ Kii^ L.; COvis, Terry D.; Dayley, Cindy; Dftaver, Deborah J.; Dehart, 

Cyndi M,; Delara, Kathy J.; DeMarttn, Debra L.; Didtmann, Jennifer L.; tXIitei, Jim; Dommel, Kelly; Down, Michael C.; Downing, 
Scott; Duemmel, Sheme F.; Eaton, BracSey; Eggertid, f^ari; Elliott- Jones, Jod; Ellis, Adam L.; Engelbart, Faith A.; Ennis, Randy; 
Eriksen, Bjotm; Faulk, Jeanne E.; f^ttgerr, Cher^ A.; F&enchik, Robert J.; Ftedter-Hemstead, Casey M.; Finamore, Debbie; Fink, 
Aaron; Fischer, Dale 0.; Reenor, Weidy; FOng, Susan K.; Foster, Oebcrah; Riedrfch, Scott V.; Gates, Jeff L,; Gentry, Vicki; George, 
Carole: Gilbert, Glenn R.; Gonseth, Nancy C.; Gortttei, Scott A.; Grimstey, Patricia J.; Grout, James W.; Guardaiabene, Paul S.; 
Guevara, Lolite; Gwraltney, Shawn M.; Hacaga, Barrie; Haines, Troy L.; Hamatai, Roxanne; Hanagami, Tina L.; Hanson, Scott P.; 
Hashimoto. Courtney; Havel, Dan; Hawkins, GkHia: Hak, Judy A.; Hicks, Joy, Hiers, David L.; Hiltner, Debra J.; Hinds, Doug S,; 
Hobart, MaryJane; Hohrath, Lisa; Ht^land, Robot J.; Heilman, CJvistopher W.; Hdloway, Sandra H.; Holm, Jo; Horak, Katyn; Hwn, 
Rhonda; Housiey, Jodie L.; Huang, Hdtey; Huftotl, Scott; Hunt, Sherry A.; Imperato, Arnold; Ingram, Gary R.; Ivers, Marie T.; 
Jackson, Julaine M.; Jackson, Terr L.; Jammon, Sue; Jamigao, Pam L.; Jimenez, Usa; Joans, Michelle L.; Johnson, Jacqueline; 
John^wje, Brian D.; Jones, Barbara A.; Jwres, Inga P.; Jordan, Jack G.; Kalli, Elaine C.; Karp, Alex; Kaspic, Diana J.; Kelley, Sandy 
L.; Kerosky, Philip A.; Kim, Aeri; Kim, Roger; KJmber-Grant, Carla L; King, KelHe; «3an^, Rhonda K.; Klinger, Alice M.; Kohler, 
Jennifer; Kovach, Debra 1..; Kover, Wanda 3.; Kwong, SuWei; Laako, Sally L.; L^rd, Heather; Lanman, Steven B.; Larkin, Dorothea 

E. ; Lednicky, Greg J.; Lee, Di^; Lee, Mabel; Lee, Wchard K.; Lee, Young; Lehrmann, Dawn M.; Li, Yajuan; Liman, Ydiana; Lin, 
Yang; Linden, James P.; Liu, Jirrg; Lw, Yamei; Luckett, Rhonda S.; Lynch, Sandy; MacLeod, Jennifw; Madsen, Heather J.; Magee, 
David D.; Main, Robert M.; Major, Tom; Maloy, Thomas S.; Marenkovich, Carla; Marks, Robin; May, Candice; McCoppin, Richard P.; 
McLeod, Bonnte J.; McWilliams, Carol; Meante, Laurie 7.; Mei»>er, Mark K.; Meltzer, Shannon E.; Melting, Michele L.; Meyer, 

Randall S.; Millman, Leslie G.; Mitehell, Robyn M.; Mitchell, Stacy; Montgomery, Susan £,; Mooney, Matthew; Moore, Jan; 
Mortensen, &nie; Navarre, Cody; Neeld, Georgett L.; Nelson, Allen C.; Nelswi, Kerry K.; Nester, Suzanne; Ng, Michael; Nietling, 
Gregory J,; Noblin, Dena; Noguera, Eileen G.; Norton, Tait 0.; O’Connor, Lumen; O'Dwyer, Rory F.; O’Keefe, Janet M.; Oliver, 
Robert E.; Olson, Dennis C.; Ck^g, J^n S.; Oscarson, Anthony R.; Ota, Mary £.; Oung, Kourandy; Pad, Robert L.; Page, Greg; 

Panek, Laura M.; Park, Alex; Park, Kwan S.; Parker, Michael; Parris, Shay: Parrish, Nelida C.; Patterson, Linda L.; Perry, James E,; 
Petersen, Jill C.; Pierce, Amanda; Pwkey, James P.; Pirkey, Lisa F.; Prevost, Donna J.; Prostredny, Jennifer; Puslorino, Peter L.; 
Quinlan, Laura L.; Rallata, Jeffrey R.; Remiszewski, Julie; Rijal, A^m; Riley, Linda; Rivera, Laura M.; Roberts, Quinn R.; Roberts, 
Terrence J,; Rogers, Cory; Rookmaaker, Peggy A.; Ross, Karen A.; Rouber-Kane, Kelly S.; Rupcic, Yadranka; Sailers, Tony; Sang, 
Xiaoyu; Schmuht, Elizabeth A.; Sellers. Carianne; Shaw, Robert H.; Shepherd, John M,; Sherrod, Carol C.; Shilley, Patricia A,; Smltti- 
McCrainey, Denise; Smitti, Cart G.; Smith, Claudia J.; Smith, Rc^rt 0.; Snead, Patricia S.; Snyder, Lucy; Sdero, Ed; Somers, 
Klmberty £,; Somoza, Glorivette; Song, Jane; Starnes, Sandra L.; Steward, Jessica; Stewart, Angela; Stone, Debwah; Slriddand, 
Deb; Stuck!, Terry A.; Taylor, Chris; Taylor, Suzanne; Thomas, Carla R.; "nKiriipson, Laquitha D.; Tran, Andrew Q.; Trotter, 

Douglas; Troutwine, Chad C.; Tscheekar, Rosa-Maria; Toma, Dave; Turner, Amy S.; Vaa, Jeffrey; Valenzuela, Christina; Visperas, 
Clemence; Wade, Denny; Waelde, Sean D.; waiter, Sharon S.; wamsiey, Donna L.; Washbond, Christine J.; Wilkins, Joan; Will, 
Kimberley; Willard, Donna M.; Wiliiams, Joan; Woods, Donna L.; Xue, Ken; Young, Deborah A.; Young, Tammy L.; Yount, Jeff J.; 
Zelmon, Mary V.; Zimmerman, Karen A. 

Ce: Schneider, David C.; Cathcart, Ron; Oomer, J^e; Soter, Elten M.; Ganem, 8«h; Taylor, James C.; Barrett, Tanya L.; Riveron, Lois 

L. 

Subject: Year-End 2006 Message for the Home Loans Risk Management Team 

As we approach the close of the year 2006, it is fitting to refiect on the challenges and accomplishments of this 
past year and to look forward to 2007 and beyond. Earlier this year, David Schneider and the leadership team 
of Home Loans articulated a new business strategy that included; (1) a shift to higher margin products (Alt-A, 
subprime and home equity); (2) reducing market risk particularly the volatility associated with hedging the 
mortgage servicing rights asset and taking on more credit risk and (3) aggressively attacking the cost 
stixjcture. We have made great strides as a business on all of those fronts and you have all been a part of 
those accomplishments. You have partnered successfully with the business units of Home Loans in pursuit of 
our collective goal to drive profitable growth with the right balance of risk and return. Here are just of few 
examples of the accomplishments of the Home Loans Risk Management Team in support of the business 
goals: 
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• An entirely new decision engine (EDE 2.0) was deployed in October with a 1 5% net increase in auto- 
approvals (52% to 67% overall auto approval rate). The year 2007 will include the expansion of EDE to 
home equity and subprime and the integration of pridng into the underwriting decision logic. 

• The redesign and rebuilding of the Recourse & Recovery Team in Jacksonville reducing FTE from 42 
to 21 while accomplishing outstanding economic results vwth $49 million recovered and $109 million 
cured defects in 2006. 

• Dorado PriceMaster was successfully deployed to support Wholesale pricing. Adjustments to pricing 
and product rules that used to take weeks or months to be implemented can now be updated daily, real 
time. Responsibility for pricing in the prime channels moved from Capital markets to production 
business managers. . . pricing manager were appointed for each channel as the single point of contact 
for channel-specific pricing strategy and tactics. 

• The former corporate Credit Risk Oversight Team and the Home Loans Credit Quality Team were 
combined eliminating redundancy, saving $3.4 million annually and creating simplified, more actionable 
reporting for the business. 

• The Home Loans Risk Management Committee was created as part of the new risk governance 
structure of WaMu placing critical decision-making for many of the risks in the Home Loans business in 
the hands of the Home Loans leadership team. 

• Residential appraisal services were outsourced with a significant annual savings. The outsourcing 
converts a formerly fixed expense into a variable expense for cost management given market volume 
fluctuations. 

• Our appetite for credit risk was invigorated with the expansion of credit guidelines for various product 
segments including the 620 to 680 FICO, low doc loans and also for home equity. The approval of the 
home equity cross sell program resulting in $766 million in fundings as of November. 

• Partnering with the Capital Markets Team to obtain approval for the subprime and home equity conduit 
investment programs and new ventures including building a collateralized debt obligation (“CDO") 
business. 

• Implementation of several credit policy changes in subprime and creation of a SWAT team to reduce 
first payment defaults. 

• Supporting the leadership of the Mortgage Banker Finance (“MBF") Team on completing key initiatives 
including the CP conduit providing an opportunity to meet 2006 growth and income goals, In 2006, 

MBF added approximately 60 new customers and exceeded their 2005 net income despite the 
challenging external environment. 

You should all be very proud of these accomplishments. I would also like to thank our Elite Group winners for 
their outstanding contributions, working with aft of you. toward achieving the goals of Home Loans. Our Elite 
Group winners are; Dan Havel, Lori Case. Noemi Chaparro. Joanne Carmona, Jeanne Faulk, Courtney 
Hashimoto, Casey HemStead, David Hiers, Marie Ivors, Debra Kovach. Jim Linden, Nellie Parrish, Jim Perry 
and Doug Trotter. Please take a moment to read the attachment for more details on their good work. 

The year 2007 will be another challenging year for the mortgage industry with mortgage origination volumes 
down, the inverted yield curve putting pressure on profitability and gain on sale margins at lower levels than 
prior years. The focus on the three key elements of our 2006 strategy remain important: shift to higher margin 
products, reduce market risk and increase credit risk and attack the cost structure. We must continue to find 
new ways to enhance productivity, , . finding new ways to be more efficient with better results, but, , . .more is 
needed. The world’s most successful companies not only efficiently contain their cost structure, but also grow 
their revenue in profitable ways by completely satisfying their customers' needs. In 2007, we must find new 
ways to grow our revenue. Home Loans Risk Management has an important role to play in that effort. 

David Schneider has encouraged us to "BE BOLD". Embrace the WaMu core values as we work to deliver on 
our brand promise of “simpler banking and more smiles”. Recognize that "we are all in sales" passionately 
focused on delivering great products and service to our customers. Take responsibility, recapture the 
innovative WaMu spirit and reach for the stars. 

Ron Cathcart has encouraged us to continue to build a much more sophisticated modeling & analytics 
capability. This will be critical to guide good decisions as we knowingly take on more credit risk to improve our 
returns. We are off to a good start, but there is much work yet to be done. 
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I am very proud of what you, the Home Loans Risk Management team, have accomplished. I am full of hope 
and optimism for what wll be achieved in 2007 and beyond. We have built a strong foundation and now we 
must deliver good financial results. Thar>k you for your continued commitment. Enjoy the time with your 
families and friends over the holidays. In 2007, we wll continue to build our analytics capabilities, BE BOLD 
and innovative and . , . reach for the stars! 

Cheryl 

« File; Elite Group Winners 2006.doc » 


Ms. Cheryl A. Feitgen 
Senior Vice President 
Chief Risk Officer, Home Loans Division 

WaMu 

1301 Second Avenue 

VWC4001 

Seattle. WA 93101 

Phone: 206,500.4952 

Fax; 206,377.2391 

Email: cheryl,feltgen@wamu.net 
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From: Cathcart, Ron 

Sent: Wednesday. Febmary 20, 2(K)8 12:49:46 AM 

To: McMurray, John 

CC: Rotella, Steve; Kiiiinger, Kerry K. 

Subject; RE: Credit Cost Forecast (Un)reriability 

To this list I would add poor underwriting quality whir^j in some cases causes our origination data to be suspect 
particularly with respect to DTI. Long Beach quality was a dironrc problem. Home Equity also had quality issues which 
Home Loans only began to correct after it took over the ptfodutS in mid '06. Changes In process also played a part. The 
use of one rather than two scores in join applications is an exarr^le of ttiis. All of these factors cause our data to have less 
predictive power. 


From; McMurray, John 

Sent: Tuesday, February 19, 2008 2:10 PM 

To: Rotella, Steve 

Cc: Cathcart, Ron 

Subject: Credit Cost Forecast (Un)reliabiiity 

As a follow up to our brief conversation earlier today, here is a brief Wtial ouftine to your question as to why credit cost 
forecasts have been so unreliable. 

GENERAL OBSERVATIONS 

1 - Concentrations. We're heavily concentrated in two dimensions that have traditionally been safe. Now, these two 
dimensions are unusually stressed. 

A. Mortaaoe Loans. Our concentration to residential real estate, especially if we consider (our lack of) credit 
enhancements, is far greater than any other major institution. Within residential, we tend to be concentrated in the 
higher risk product types (e.g.. Option ARMs, 2nds. Subprime, Low Doc). While residential real estate has 
historically been less risky than other asset classes, this cycle is markedly and disastrously different. 

B. Geography. Our concentration to California and Florida, which approximately half of the HFI portfolio, is greater 
than other major institutions. Vl/hile these states have historically been less risky than other geographies, this cycle is 
markedly and disastrously different. 


2. Environmental Uncertainties. People are tired of hearing "unprecedented," but the environment is truly and 
astoundingly unprecedented, 

A. Guideline Expansion. Prior to the downturn in home prices, the industry had expanded guidelines and products 
beyond what had existed in previous cycles. There are no historical data for some of these combinations, particularly 
In a stressed environment. 

B. Home Prices. Home price patterns over the past several years departed substantially from historical norms. Our 
portfolio tends to be concentrated in those geographies where this departure was most pronounced. 

C. Liquidity. The lack of liquidity in the primary and secondary markets is without precedent. 


3. Predisposition to Optimism. As an institution, we have an understandable predisposition to optimism. This 
predisposition tends to (at least unconsciously) bound extreme forecasts. 

A. Messenge r. No one likes to deliver bad news, and the news on the provision has been unrelentingly bad. 

B. Consequences. At some point, the tide will turn and the bad news will abate. In the meantime, there are adverse 
consequences to over predicting. 


PROVISION & NCO FORECASTS 

4. Provision Forecasts. Key reasons that jxovision forecasts have been unreliable include: 

I Permanent Subcommittef on tnvestigitions l 
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A. NCO Effects. Much of our recent provisioning has been amply replacing ALLL that was consumed by high levels 
of charge-offs. Any spikes and/or volatility in NCOs wH immediately be felt in the provision. 

B. NCO Forecast s. A crucial element in a proviaon forecast is an NCO forecast. Business line NCO forecasts, 
particularly those for residential mortgages, have been inacojrate as the environment turned. See NCO Forecasts 
below. 

C. Structural Changes. The underlying ALLL models are b^ed on empirical data. As a result of structural changes 
in the environment, these models have been (and vfld need to be) updated. These updates introduce additional 
volatility. 


5. NCO Forecasts. Key reasons that NCO forecasts have been unreliable include: 

A. Environment . The environment has been unprecedented in several key dimensions: 

Guideline Expansion. Prior to the downturn in home fxices, the industry had expanded guidelines and products 
beyond what had existed in previbus cycles. There are no historical data for some of these combinations, 
particularly in a stressed environment. 

Home Prices. Home price patterns over the past several years departed substantially from historical norms. Our 
portfolio tends to be concentrated in those get^raphies where this departure was most pronounced. 

Liquidity. The lack of liquidity in the primary and secondary markets is without precedent. 

B. Infrastructure. As the infrastructure for processing NCOs accelerated from a standstill to warp speed, 
imperfections have been revealed. 

C- Lag s . Numerous lags are inherent in the NCO mfrastructure and forecast. While these are not a problem in less 
tumultuous environments, they are problematic in the current environment. More than half of the January mortgage 
loan NCOs appear to be driven by lag related dynamics. 
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From: Schneider, David C. 

Sent: Friday, February 22, 2008 3:54 PM 

To: Feitgen, Cheryi A. <cheryi.feltgen@wamu.net> 

Subject: Re: 4pm 1 OK Audit Committee Meeting 


Agree. I wonder if we should explain the rationale for why we accepted low doc. ie - 
compensating factors and higher returns, 
ds 

— Original Message — 

From: Feitgen, Cheryl A. 

To: Schneider, David C. 

Sent: Fri Feb 22 1 1 :33: 1 4 2008 

Subject: Fw: 4pm 10K Audit Committee Meeting 

Do want to make the call here? I would suggest using the word "majority" and deleting the 
word "significantly" to avoid the multiple interpretations of the word and for the point you 
raised about the performance difference not all being attributable to doc type. I think the point 
is still adequately conveyed without "significantly". Wanted to get your view before "replying to 
all". Thanks. 

Cheryl 

— Original Message — 

From: McMurray, John 

To: Schneider, David C.; Feitgen, Cheryl A.; Haines, Troy L. 

Cc: Cathcart, Ron; Landefeld, Stewart M. 

Sent: Fri Feb 22 11:13:29 2008 

Subject: FW: 4pm 1 0K Audit Committee Meeting 

Here's the exact sentence (see below). Words in CAPITALS are potential additions or 
deletions. Based on the most recent conversations, I recommend replacing "significant" with 
"majority" in the beginning of the sentence and potentially moving "significant" to later in the 
sentence as shown below. 

"A MAJORITY of the loans in the Company's residential portfolio were originated using limited 
documentation of income, net worth or credit history. These limited documentation loans have 
a [SIGNIFICANTLY] higher risk of default than fully documented loans." 

— Original Message — 

From: McMurray, John 

Sent: Friday, February 22, 2008 11:01 AM 

To: Schneider, David C.; Haines, Troy L; Feitgen, Cheryl A. 

Subject: RE: 4pm 10K Audit Committee Meeting 

Those differences in delinquency seem significant to me, especially considering the 
requirements for low doc are generally more stringent than full doc. Nonetheless, you are 
absolutely right that it's hard to isolate underlying causes from rolled up numbers like these. 
Given what I've observed, we don't really have the data here to a rigorous statistical analysis. 
That's why I defaulted to what I've observed everywhere else, 

IMO, you guys should be making the final call as to whether we keep or delete "significant." 
— Original Message — 

From: Schneider, David C. 

Sent: Friday, February 22, 2008 10:39 AM 
To: Haines, Troy L. 

Cc: Feitgen, Cheryl A.; McMurray, John 
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Subject: RE: 4pm 10K Audit Committee Meeting 

Thanks for these #'s. The #'s do show a difference although it is hard to tell if it is all due to 
doc type. John, how would you suggest we disclose in the 10k? Also, we should be dear 
about our doc relief and where it was allowed, 
ds 

— Original Message — 

From: Haines, Troy L. 

Sent: Fri 02/22/2008 10:15 AM 

To: Schneider, David C.; Feitgen, Cheryl A. 

Cc: Woods, John F.; Shaw, Robert H.; Havel, Dan 

Subject: RE: 4pm 10K Audit Committee Meeting 

Dan is pulling the numbers from EDE right now and can respond. 

I would suggest that the wording in the 10K (higher default risk for iow doc) is a reference to 
the through-the-door population. What we should be looking at is the performance of loans 
booked with borrower requested doc relief vs those booked with lender granted doc relief. 
The performance comparison and balances (as of 1/31/08) are provided below: 

Balances (In $ millions): 

Full doc Low Doc 
Option Arm 12,836 40,734 
Hybrid lO 14,116 29,074 
Fixed 2,905 1,907 
Total 29,857 71,715 
60+ days delq: 

Full doc Low Doc 
Option Arm 3.63% 4.96% 

Hybrid 10 1.01% 1.73% 

Fixed 3.26% 4.30% 

Total 2.36% 3.63% 

Troy 

— Original Message — 

From: Schneider, David C. 

Sent: Friday, February 22, 2008 9:28 AM 
To: Feitgen, Cheryl A.; Haines, Troy L. 

Cc: Woods, John F.; Shaw, Robert H. 

Subject: Re: 4pm 10K Audit Committee Meeting 
Yes. Can we estimate the #? ds 
— Original Message — 

From: Feitgen, Cheryl A. 

To: Schneider, David C.; Haines, Troy L. 

Co: Woods, John F,; Shaw, Robert H. 

Sent: Fri Feb 22 07:40:22 2008 

Subject: Re: 4pm 10K Audit Committee Meeting 

We are now able to track what percentage are doc relief versus borrower requested, but that 
has not been the case historically so I am not sure we have reliable percentages for 
everything in HFI. Is that correct, Troy? 

David, would you like me to send a note to Tom Casey and the others involved in finalizing 
the 10-K that we would like to delete the word "significant"? Let me know. 

Thanks. 

Cheryl 
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— Original Message — 

From; Schneider, David C, 

To: Feitgen, Cheryl A.; Haines, Troy L. 

Cc; Woods, John F.; Shaw, Robert H. 

Sent: Fri Feb 22 07:00:47 2008 

Subject: Re: 4pm 10K Audit Committee Meeting 

I agree "significant" is too strong, Aiso, what are the actuai %'s? How much is doc reiief vs 
borrower requested? 
ds 

— Originai Message — 

From: Feitgen, Cheryl A. 

To; Haines, Troy L. 

Cc: Schneider, David C.; Woods, John F.; Shaw, Robert H. 

Sent: Fri Feb 22 06:23:02 2008 

Subject: Re: 4pm 10K Audit Committee Meeting 

Thanks, Troy. I think we should delete the word "significant". While it is true that a majority of 
the loans on the books are low doc, that is a mixture of borrower requested and lender 
granted low doc so I think it is misleading to say that all low doc loans have a higher risk of 
default, David and John, what are your thoughts? Looks like this needs to get resolved as 
soon as possible today. 

Cheryl 

— Original Message — 

From: Haines, Troy L. 

To: Feitgen, Cheryl A. 

Cc: Schneider, David C.; Woods, John F. 

Sent: Thu Feb 21 22:29:19 2008 
Subject; 4pm 10K Audit Committee Meeting 

Cheryl - 1 was unable to make the 4 pm meeting due to a small family emergency. However, 
Bob dialed-in and has provided a brief summary below. It is my understanding that the 
supporting material we provided was sufficient in showing recent deterioration in iow doc 
performance (relative to full doc) and that the latest language found under the "Loan Products 
have features that may result in increased credit risk" category was tentatively approved. The 
specific language includes the following statement; 

"A significant percentage of Option Arm loans in the Company's portfolio were originated 
using limited documentation and have a higher risk of default than fully documented loans." 
As you have noted, it is important that language found in the 10K be balanced, accurate, and 
not provoke emotional reactions from the reader. While the reference to low doc loans having 
higher default risk is accurate, I do have some reservations using the word "significant". 
"Significant" can mean different things to different people and will no doubt trigger a reaction 
from investors. The last thing we want to do is imply that our entire Option Arm portfolio is low 
(or no) doc and that it resembles (characteristics and performance of) an Alt-A book.. .this 
can't be further from the truth. 

I understand that there may still be opportunity to influence and change the wording in this 
section. Bob has a note out to James to get confirmation on the decisions made today. 

Please let me know if you have any questions. 

Troy 

— Original Message — 

From: Shaw, Robert H. 

Sent: Thursday, February 21, 2008 6:30 PM 
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. = Redacted by the Perm^ent 
Subcommittee on Investigations 


To: Feitgen, Cheryl A.; Haines, Troy L. 

Subject: RE: WMI 10-K Audit Committee distribution 
Cheryl and Troy, 

Although the CDC meeting covered several issues unrelated to Home Loans, two issues were 
discussed: 

1) The Optioh ARM low doc language was approved as written. Everyone agreed that Alan 
could expect questions about our definition of "low doc" (aus-granted relief for income, assets, 
employment versus borrower-requested low doc), how much low doc Option ARM balances 
are in portfolio, how much worse is the expected low doc performance relative to full doc. 

2) Quite a bit of discussion about the NCO process occurred in the context of whether it is a 
"control deficiency". The agreement was "yes" and that work during Q1 would address that 
deficiency. 

In general, It was difficult to hear all the conversations and understand the final wording of 
approved changes. I will reach out to James WlacKenzie for notes. 

Robert H. Shaw 

Home Loans Risk Management 

WaMu 

206- 500-1407 (office) 

S09-1HBIKmobile) 

robert.shaw@wamu.net 
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From: Cathcart, Ron 

Sent: Sunday, March 1 8, 2007 7: 1 7 PM 

To: Rossi, Clifford <clifford.rossi@wainu.iiet> 

Subject; FW: Draft Subprime Mortgage Guidance -- Draft WaMu Position 


— Original Message — 

From: Schneider, David C. 

Sent: Thursday, March 15, 2007 4:41 PM 
To: Cathcart, Ron; Feitgen, Cheryl A, 

Cc: Robinson, John 

Subject: Re: Draft Subprime Mortgage Guidance - Draft WaMu Position 

Based on Today’s conversation, I don't see a need to do anuthing now. If there is a pr benefit 

from stopping purchase business we can re-address. We have a mtg tomorrow with pr staff. 

ds 

— Original Message — 

From: Cathcart, Ron 
To: Feitgen, Cheryl A. 

Co: Robinson, John; Schneider, David C. 

Sent: Thu Mar 15 08:35:21 2007 

Subject: RE: Draft Subprime Mortgage Guidance - Draft WaMu Position 

Recall we discussed ceasing purchases immediately which did not qualify. We were going to 

wait re Long Beach. 


From: Feitgen, Cheryl A. 

Sent: Thursday, March 15, 2007 4:13 AM 
To: Cathcart, Ron 

Co: Robinson, John; Schneider, David C. 

Subject: RE: Draft Subprime Mortgage Guidance - Draft WaMu Position 
I haven’t taken any action to implement. I am waiting for us to reach a consensus internally on 
exactly what we want to do, 

Cheryl 


From: Cathcart, Ron 

Sent: Wednesday, March 14, 2007 6:28 PM 
To: Feitgen, Cheryl A. 

Cc: Robinson, John; Schneider, David C. 

Subject: RE: Draft Subprime Mortgage Guidance - Draft WaMu Position 
We are saying: 

"We are currently revising our qualifying standards for sub prime home purchase mortgage 
loans to include an analysis of the borrower’s ability to repay the debt at a fully indexed rate, 
assuming a fully amortizing repayment schedule," 

Have we taken action to implement? 


From: Robinson, John 

Sent; Tuesday, March 13, 2007 2:32 PM 

To: Schneider, David C.; Cathcart, Ron; Chapman, Fay; Feitgen, Cheryl A,; Longbrake, Bill 
A.; Gaspard, Scott 

Subject: Draft Subprime Mortgage Guidance - Draft WaMu Position 
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Importance; High 

Here’s my first cut at a position that I believe reflects the discussion last night. My apologies 
for adding a couple philosophical quips. I’ll paste it below for those reading on Blackberry. 
John 

(206)500-4149 

CONFIDENTIALIPf NOTICE: This message (including any attachments) is confidential and 
may contain sensitive information. Do not disseminate this information to parties who do not 
have the authorization to view this material. If you are not the intended recipient of this 
information or an employee or agent responsible for delivering this message to the intended 
recipient{s), please do not read, disseminate, distribute or copy this information. If you have 
received this message in error, please contact the sender immediately. Washington Mutual 
reserves the right to monitor all e-mail. Electronic mail sent through the Internet is not secure. 
PROPOSED STATEMENT ON SUBPRIME MORTGAGE LENDING 
WAMU POSITION 
March 13, 2006 

We commend the agencies for Issuing this guidance. It's clear that the subprime mortgage 
market and some of the players in that market have at least tested the bounds of fair 
disclosure and prudent underwriting, if not operated outside those bounds. While we welcome 
the guidance to the banking industry, it's important to note that a large portion of the subprime 
mortgage market today occurs outside the heavily regulated banking industry. For both the 
benefit of consumers and for competitive equity purposes, good public policy demands the 
application of the final standards to the non-bank universe, preferably through the federal 
regulatory process. 

* WaMu fully supports the goal of the agencies in ensuring that consumers are given the right 
information at the appropriate time in a form that is understandable and that will enable them 
to understand the risks as well as the benefits and costs of the mortgage products they are 
considering. We believe this is unarguable. 

• We also fully support the goal of the agencies in ensuring that mortgage loans to consumers 
are made in a prudent fashion that includes an analysis of the borrower's ability to repay the 
loan according to its terms - at the fully indexed rate and assuming a fully amortizing 
repayment schedule. The agencies are right to focus the guidance on product structures in 
the subprime market that have the potential tor substantial near-term payment shock, where it 
is less likely that the consumer’s ability to pay will increase during the initial payment term. 

• Nevertheless, because borrowers' financial circumstances, needs and preferences vary 
widely, even in the subprime markets, prudent underwriting needs to account for a variety of 
factors, not Just a point in time estimate of the borrower’s debt and income. As a result, it is 
very important for examiners, in evaluating banks’ underwriting, to recognize that a single- 
minded focus on rule of thumb ratios in analyzing ability to pay is inappropriate and that a 
bank with significant experience in mortgage lending and good risk management should be 
granted substantial latitude in its underwriting decisions. 

* It is also important to note the risk that this guidance could, if not carefully implemented by 
examiners in the field, result in an unfortunate, abrupt reversal in the expansion of home 
ownership to many more Americans that has occurred in the last 15 years. While It’s likely 
that some of those loans should not have been made, many more are sound and have 
enabled those home owners to begin to build an ownership stake in their neighborhoods and 
improve their financial health. Since loan underwriting is a matter of probabilities, not 
certainties, it is important to understand that any change in underwriting standards will affect 
potential borrowers who will eventually turn out to be good loans as well as those who would 
turn out to be bad loans. It is crucial to find the right balance. 
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* Even though we generally support the guidance, we are concerned that it could lead to a 
denial of credit in the near term for borrowers who are currently in loans that will experience 
payment shock in the next two or three years, leading to an large and unnecessary increase 
in foreclosures in this market. We ask the bank regulatory agencies to make clear in the final 
guidance that banks are encouraged to work with borrowers who may experience difficulty in 
meeting their payments to restructure or refinance loans to those borrowers to minimize costs 
to both the borrowers and the lenders. 

* WaMu's mortgage loans are already consistent with most of the standards and principles 
outlined in the proposed guidance and we have tightened our underwriting standards in a 
variety of ways over the last year.[1I We are currently revising our qualifying standards for 
subprime home purchase mortgage loans to include an analysis of the borrower's ability to 
repay the debt at a fully indexed rate, assuming a fully amortizing repayment schedule. 

* We will continue to work with existing borrowers to avoid unnecessary foreclosures and 
provide loans they can repay. 

[1] It might be useful for reference purposes to identify examples: including taxes, insurance 
in qualifying payment; prepayment penalty limits; loans not made solely on collateral value; 
balloon payments 


[1] It might be useful for reference purposes to identify examples: including taxes, insurance 
in qualifying payment; prepayment penalty limits; loans not made solely on collateral value; 
balloon payments 
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From: Cathcait, Ron 

Sent: Monday, March 19, 2007 8;46 PM 

To: Schneider, David C, <david.schneader@wamu.net> 

Cc: Chapman, Fay <fay.chapman@wamu.ne4>; Rotella, Steve <steve,rotella@wamu net>; 

Casey, Tom <tom.casey@wamu.net>; Feitgen, Cheryl A, <chery!.feltgen@wamu.net> 
Subject: FW; Foiiow-up information to last evening's call regarding subprime interagency 

guidance, etc, , , . 

Attach: NTM Impact New 20070315 Revised.xls 


Clearly a different set of facts, which argues in fevor of holding off on imirfementation until required to act for public 
relations (CFC announces unexpectedly) or regulatory reasons. 


From: Park, Alex 

Sent: Monday, March 19, 2007 5:17 PM 
To; Feitgen, Cheryl A.; Cathcart, Ron 

Cc: Hyde, Arlene M.; Potoisky, Doug; Weisbrod, 3ay A.; Sinn, Susan M.; Smith-McCrainey, Denise; Wilson, John; Couitas, 
Dave; Champney, Steven D.; Wagner, Maynard; Biglin, Brian 3.; Sang, Xiaoyu 

Subject: FW: Follow-up information to last evening’s c^l regarding subprime interagency guidance, etc. . . . 

First of all, my apologies. 

The original information I had sent out had error in the analysis. I did 
not include the volume of loans with <=90% CLTV in the impact 
calculation. The information Cheryl had sent previously is correct. 

The following is the correct info: 

❖ Based on the info from Xiaoyu Sang, if we implement the Purchase only 
change for NTM’ we’ll have around 10% Purchase volume. 

> Most of the drop comes from 95% CLTV change we had already made as 
this change alone drops Purchase from 24% in Feb 2007 to 12%. 

> The total volume reduction from 95% CLTV change is estimated as 20%. 

❖ Implementing the NTM change for Purchase only drops additional 2.5% of 
volume. 

> If we implement the NTM changes to all loans, then we' 11 see 
additional drop of 33% of volume. 

❖ The 95% CLTV change dropped the most loans from Purchase population, but 
NTM change will drop most loans from Refinance (better performing) 
population if we apply it to all loans. 

Thank you. 

Alex 


Original Message 

From: Park, Alex 

Sent: Thursday, March 15, 2007 9:45 AM 
To: Feitgen, Cheryl A.; Cathcart, Ron 

Cc: Hyde, Arlene M.; Potoisky, Doug; Weisbrod, Jay A.; Sinn, Susan M.; 
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Smith-McCrainey, Denise; Wilson, John; Coultas, Dave; Champney, Steven D.; 
Wagner, Maynard 

Subject: Re: Follow-up information to last evening's call regarding 
subprime interagency guidance, etc. . . . 

Cheryl and Ron: 

Based on the info from Xiaoyu Sang, if we implement the Purchase only 
change for NTM’ we'll have around 11% Purchase volume. 

Most of the drop comes from 95% CLTV change we had already made as this 
change alone drops Purchase from 24% in Feb 2007 to 12%. 

The total volume reduction from 95% 

CLTV change is estimated as 20%. 

Implementing the NTM change for Purchase only drops additional 0.6% of 
volume. If we implement the NTM changes to all loans instead of just 
Purchase, we'll have additional 2.3% drop in volume from the total volume 
based on Feb 2007. The total NTM changes only add up to 3% due to all the 
other credit policies we had changed instead of 32%. 

Given this info, I recommend that we consider taking the high road of 
fully accepting the NTM guideline. This should certainly place us in a 
better position with OTS. 

Thank you. 

Alex 


Original Message 

From: Feltgen, Cheryl A. 

To: Park, Alex 

Sent: Thu Mar 15 02:53:40 2007 

Subject: FW: Follow-up information to last evening's call regarding 
subprime interagency guidance, etc. . . . 

Can you reply with the response to Ron's question? I don't have the 
backup handy. Thanks. 

Cheryl 


From: Cathcart, Ron 

Sent: Wednesday, March 14, 2007 9:51 AH 
To: Feltgen, Cheryl A. 

Subject: RE: Follow-up information to last evening's call regarding 
subprime Interagency guidance, etc. . . . 

What are the relative projected volumes of purchase/non? 


lonfidentia! Trealment Requested by JPMC 


JPM_WM02571599 


VerDate Nov 24 2008 


08:28 Nov 29, 2010 Jkt057319 


PO 00000 


Frm 00800 


Fmteeoi sfmteeoi 


P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


789 


From: Feltgen, Cheryl A. 

Sent: Tuesday, March 13, 2007 8:47 PM 

To: Schneider, David C-; Cathcart, Ron; Longbrake, Bill A.; Chapman, Fay; 

Robinson, John 

Subject: Follow-up information to last evening's call regarding subprime 

interagency guidance, etc. . . . 

Wanted to send to all of you one of the pieces of information that was 
requested during last evening's call on the "subprime interagency 
guidance" and related subjects. The question was what portion of our 
current production of purchase transactions would not qualify if we 
underwrote at the fully indexed, fully amortizing rate? We looked at the 
February production and deducted from it the over 95S CLTV transactions to 
have a representative look at future production (as you all know, we 
stopped doing greater than 95% CLTV loans last week) . If we qualified 
only the purchase transactions at the fully indexed, fully amortizing 
rate, 2.5% of volume would be eliminated. If we qualified all 
transactions at the fully indexed, fully amortizing rate, 33% of volume 
would be eliminated. 

We are working on the gap analysis con^>aring our current practice to the 
items cited in the Fremont Cease and Desist Order. We should have that in 
the next day or so. The analysis to develop a strategy regarding the rate 
resets will take a few more days beyond that. 

Cheryl 

Ms. Cheryl A. Feltgen 
Senior Vice President 

Chief Risk Officer, Home Loans Division 
WaMu 

1301 Second Avenue 
WMC4001 

Seattle, WA 98101 

Phone: 206.500.4952 

Fax; 206.377.2391 

Email: cheryl.feltgen8wamu.net 
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From: Vanasek, James G- <james.vanasek@wamu.net> 

Sent: Thursday, March 10, 2005 1:44 PM 

To; KilHnger, Kerry K. <kefry.ldl!inger@wamu.net> 

Subject: RE: Updates 


I could not agree more. All the classic signs are there and the likely outcome is probably not 
great. We would all like to think the air can come out of the balloon slowly but history would 
not lean you in that direction. Over the next month or so I am going to work hard on what I 
hope can be a lasting mechanism (legacy) for determining how much risk we can afford to 
take - just a further extension of the Asset Allocation Project. We have had to divert resources 
to the ALLL fire drill but that will start to cool down fairly soon. JGV 
— Original Message — 

From: Killinger, Kerry K. 

Sent: Thursday, March 10, 2005 10:03 AM 
To: Vanasek, James G. 

Subject: RE: Updates 

Thanks Jim. Overall, it appears we are making some good progress. Hopefully, the 
Regulators will agree that we are making some progress. 

I suspect the toughest thing for us will be to navigate through a period of high home prices, 
increased competitive conditions for reduced undenwriting standards, and our need to grow 
the balance sheet. I have never seen such a high risk housing market as market after market 
thinks they are unique and for whatever reason are not likely to experience price declines. 
This typically signifies a bubble, 

— Original Message — 

From: Vanasek, James G. 

Sent: Thu 03/10/2005 8:29 AM 
To: Killinger, Kerry K.; Rotella, Steve 
Co: Casey, Tom 
Subject: Updates 

There are a number of things that I wanted to bring to your attention: 

1 . 1 have decided to delay the ERM report from the April Board meeting until June if we can 
work it into the schedule which will be focused on the Strategic Plan. There are several 
reasons for this decision. The first is that we will not have the KPMG input in sufficient time to 
incorporate their material in the report. Secondly, I am having to work harder with the group to 
move from a simple inventory of the issues to more quantitative measures. This is not an 
easy transition for some areas and is just taking longer than expected. I would rather delay 
and produce a better report that cram something together that Is not our best effort, 

2. Regulators delivered their Operational Risk Benchmark study and there were no surprises - 
we are behind. That said, we have made up considerable ground in terms of gaining access 
to third party data (necessary requirement) and acquiring a system (software) to deal with the 
myriad tracking issues. We have a full court press on this issue and are adding resources as 
we can find them. The next step is to get the business units focused on data collection. 

3. In terms of the Allowance issues raised last quarter we are making excellent progress. At 
this point we believe that Sally is comfortable with all the work that is being done. Our plan as 
of today is to make no significant changes in the approach this quarter. What we will be doing 
is running parallel using the latest version of the LPRM model (3.1) along with curtailing our 
loss estimates at 3 years for mortgages. We will also being using an improved method for 
estimating potential housing price declines and expanding considerably our support 
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documentation for the unallocated. In the second quarter we would make all of the above 
changes. The early runs suggest that this will reduce our unallocated to a level more In 
keeping with the latest accounting guidance. The new LPRM model is checking out very well 
and Joe Mattey believes is far superior to the older model. We felt it wise to run parallel for 
several months and bullet proof all of our documentation around the entire process. In the end 
I do not think it will cause us to change the existing reserve. For this quarter our plan is to 
provide zero at the FA, however we must provision at Long Beach for whatever amount of 
product we elect to retain. That number is stiil bouncing around as is the composition of what 
is to be retained. Mark Hiliis is chasing that down today and tomorrow. In short this entire 
reserve discussion has been a tempest in a teapot, 

4. There has been some noise about the EDE project which once again might be best 
described as a tempest in a teapot. There were some issues with the small business piece of 
the project but nothing of consequence. Suffice it to say any project of this type is complex 
and not everything will take place exactly on the day the project plan contemplated. There is 
no reason for any alarm about the project or concern about the vendor so If you hear noise 
about it, I will be happy to address the concerns. The mortgage piece, which is the essential 
element beyond home equity, is working nicely. When this project is complete later this year, 
we may be unique in the industry in terms of the efficiency of our scoring system. We will also 
be doing things with scoring that others have not done. 

5. In terms of Compliance, I believe that Melissa's team is doing extremely well. This area will 
come under heavy scrutiny in the course of the exam, but she has developed very good 
relationships with the key regulators and the team is executing well. 

6. The weekly follow-up process on the Regulatory Findings has made a significant difference 
and should be made a permanent effort. We have cleaned up a major areas of concern and 
will have all of the Matters Requiring Attention by the Board completed or near completed for 
this exam. 

My group is working as hard as I can reasonably ask any group to work and in several cases 
they are stretched to the absolute limit. Any words of support and appreciation would be very 
helpful to the morale of the group. These folks have stepped up to fixing any number of Issues 
this year, many not at all of their own making. Let me know if you want any more detail on the 
above. JGV 

This message (including any attachments) is CONFIDENTIAL and may contain SENSITIVE 
information. DO NOT disseminate this information to parties who do not have the 
authorization to view this material. If you are not the intended recipient of this information or 
an employee or agent responsible for delivering this message to the intended recipient(s), 
please do not read, disseminate, distribute or copy this information. If you have received this 
message in error, please contact the sender immediately. Washington Mutual reserves the 
right to monitor all e-mail. Electronic mail sent through the Internet is not secure. 

Thank you, Jim 
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MEMORANDUM 


Date: 

September 2, 2004 

To: 

Mortgage Underwriting and Appraisal 

From: 

Jim Vanasek 

Subject: 

Perspective 


I want to share just a few thoughts with all of you as we begin the month of September. Clearly 
you have gone through a difficult period of time with all of the citanges in the mortgage area of 
the bank. Staff cuts and recent defections have only added to the stress. Mark Hillis and ! are 
painfuiiy aware of the toil that this has taken on some of you and have felt it is important to tell 
you tiiat we recognize it has been and cwitinues to be difficult. 

in the midst of ait this change and stress, patience is growing tfiin. We understand that. We also 
know that loan originators are pushing very hard for deals, But we need to put all of this h 
perspective. 

At this point in the mortgage cyde wim prices having increased far beyond the rate of increase 
in personal incomes, there dearly comes a time when prices must slow down or perhaps even 
decline. There have been so many warnings of a Housing Bubble that we all tend now to ignore 
them because thus far it has not happened. I am not in the business of forecasting, but I have a 
healthy respect for the underlying data which says ultimately this environment is no longer 
sustainable. Therefore I would conclude that now is not the time to be pushing appraisal 
values. If anything we should be a bit more conservative aca-oss the board. Kerry Killinger and 
Bill Longbrake have both expressed renewed concern over this issue. 

This is a point where ve should be much more careful about exceptions. It Is highly 
questionable as to how strong this economy may be; there is clearly no consensus on Wall 
Street. If the economy stalls, the combination of low FICOs. high LTVs and inordinate ieveis of 
exceptions will come back to haunt us. 

This is not intended to convey a desire to suddenly turn ultra conservative. We must keep our 
loan consultants competitive in the market. The message here is to stay within the policies, be 
very thoughtful about exceptions, and do not count on the market to defiver ever increasing 
values. 

There have also been questions about our commitment to Compliance and specifically HMDA 
error rates. We are still committed to a 2% HMDA error rate by regulatory direction so no 
one should assume that we can reduce our Intensity around this issue. 

Our plan to bring enhanced technology to the decisloning of loans and the appraisal process is 
on track. Within 6 months there will be notable achievements in both areas. We have no 
choice but to bring more discipline to our mortgage lending activities. \Mien we brought 
identical technology to the home equity business, our line bankers were concerned that volumes 
would deaease, The opposite happened. We became more efficient at the same time that we 
became more disciplined. 
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From; Rotella, Steve <steve.rotel!a@wamu.net> 

Sent: Thursday, August 23, 2007 5;57 PM 

To: Killinger, Kerry K. <kerry.kjUinger@wamu.net> 

Subject: Re; Looking back 


My thumbs have been replaced by prosthetic devices at a local hospital. Now I can go even 
faster. Think of that sprinter with the artificial limbs!! 

On the ots at cfc, dead on. In fact I called Darrel! to congratulate him, and butter him up, and 
he went out of his way to ask me about cfc. After some comments intended to illicit a 
response, he said and I quote "remember Steve that their assets and business uner the bank 
means they will be regulated in a far different way than ever before". That breaks my heart. 


Sent from my BlackBerry Wireless Handheld 
— Original Message — 

From: Killinger, Kerry K, 

To: Rotelia, Steve 

Sent: Thu Aug 23 13:25:37 2007 

Subject: RE: Looking back 

Your fingers must be smoking. This message on blackberry must have given blisters to your 
thumbs. 

I was just going over the credit book Cheryl passed out a couple of days ago. There is a lot of 
great information there. The key page Is A-17 where it graphically shows the huge reversal In 
home price appreciation. Unparallel and under estimated, even by those of us who were 
negative on housing. If we had known what was going to happen, we would have cut back 
much more. But we did protect ourselves from a much more severe outcome by shrinking 
assets and deferring much of the asset growth we had planned. 

I agree we are making good progress in building the management team. I would also note 
that this is the time to cement credit into the culture. WaMu has not faced any serious credit 
issues since the late 80s, It is very hard to maintain a credit culture without having people 
experience first hand the pain of losses. This has been easier for commercial banks the past 
20 years because they have run into periodic credit problems in their various portfolios. So it 
is good for us to quickly move on to addressing issues in our portfolios and to have everyone 
learn from this experience. 

I suspect most of us are already more knowledgeable about the credit risks of our business 
than we were a year ago. 

By the way, that great orange skinned prophet from Calabasas was in fine form today on 
CNBC. He went after the analyst at Merrill, predicted housing would lead us into a recession, 
said the chance of CFC bankruptcy was no greater than when the stock was at 40 and said 
"what doesn't kill us will make us stronger". He continues to give the class action lawyers 
good fodder for their stock drop lawsuits. And by the way, think about how their lives will 
change with having Darrell Dochow and the OTS crew telling them what to do. With most of 
the assets at the bank, the OTS will know they have ail of the power. Think of those sessions 
where Darrell lectures to their board and Angelo. The OTS will probably expect them to 
behave the way we do when they make their pronouncements. If they act differently and in a 
confrontational manner, I wouldn't be surprised to see the OTS force removal of 
management. I believe the OTS would do this in a heart beat if they aren't shown respect. 

Have a good time in Atlanta. Get some ice for your thumbs, 

Kerry 
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Confidential Notice: This communication may contain confidential and/or privileged 
information of Washington Mutual, Inc, and/or its subsidiaries. If you have received this 
communication in error, please advise the sender by reply email and immediately delete this 
message and any attachments without copying or disclosing the contents. Thank you. 

Original Message 

From: Rotella, Steve 

Sent: Thursday, August 23, 2007 12:35 PM 
To: Killinger, Kerry K. 

Subject: Looking back 

I’ve been thinking about our discussion about credit costs and lessons learned, not as an 
exercise in blame but to review what may be important to us in avoiding additional issues or a 
replay in the future. Without being defensive for David or HLs, I also want to address the 
comments about mortgage banking "thinking" creating some of these issues. I think our HLs 
folks have made some credit missteps but overali have offset that by multiples by mitigating 
much larger costs we would be incurring. 

-on subprime. I began to express concerns about Long Beach and Mr Chapman mid 2005. 
The business approach was solely market share driven. You may remember Craig’s 
comments at mbrs around cutting prices and dominating and our frustration at the lack of 
transparency. As I have said, in hindsight 1 would have pushed him out sooner. But David was 
new and we didn't have the capacity to move faster. Plus a few months would have changed 
little. 

With Craig out, we moved LB to HL in first quarter of 2006 and began examining and 
changing that business while trying to maintain reasonable share. What we found was a 
business with no financial management {we canned the staff and rebuilt it), manual 
underwriting, no P&Ls, a wholly inadequate servicing shop, no credit staff and a culture that 
was totally sales driven. Mid year we canned Keith J and most of his directs. 

If you look at current npas, the bulk are from 2005 LB and 2005 SMF followed by 2006 from 
both. The vast majority of these problem loans were created under the old regime as HL 
inherited a pipe in IQ 2006 and started serious tightening around spring of 2006. 
in hindsight, we should have gone harder and faster at crushing LB, but that would have been 
a huge and highly questioned move at a time we were discussing buying other subprime 
companies and assets (lucky we didn't). And no doubt, the conduit purchases by HL in 2006 
were ill advised. Those represent a fairly small part of the portfolio although a poor performer. 
Again, we were seeking growth at this time and turned back way more deals than we bought. 
Driving the default shop out of the dark ages of paper collections and other poor practices has 
been a god send, 

I don't think we will stand out In the subprime carnage, which is little comfort. Overall we did 
move faster and earlier then most to cut and tighten. Without the changes we made and 
restraint in avoiding companies and assets at seeming good prices, we would be In far worse 
shape. 

The lesson learned here is that when it smells bad, its likely rotten, so go even faster and 
deeper to cut if out, 

-prime. I said the other day that HLs (the original prime only) was the worst managed 
business I had seen in my career. (That is, until we got below the hood of Long beach.) 

Before David arrived, I dove into this business after I took it away from Craig despite his 
threats to quit (if only). Putting credit aside for a moment, what we have accomplished in 
building a team, reducing market risk, and getting production into a competitive position while 
reducing bloated expenses and improving controls is very strong work. Prime, until the 
markets dried up gos, has been and is probably still profitable. 
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While the sfr portfolio is showing credit deterioration and will get worse, chargeoffs should be 
tamped down by age and Itv. Our decisions to dramatically reduce msr and the owned 
portfolio by a lot, and sell the bulk of recent production has mitigated market and credit risk a 
great deal. The data shows no particular vintage or channel contributing to NPAs, but rather 
our concentration in weak housing markets. 

I would also note that the credit staff and infrastructure of HL was poor and has had to be 
rebuilt almost from the ground up. EDE was not working well. Mark Hillis was a part time and 
ineffective chief credit officer, and most credit authority was held at the center including 
underwriting and appraisal. Cheryl arrived on the scene around early 2006 and huge strides 
have been made. But we are still not close to where we need to be and accountability is not 
clear between center and line. 

The big lesson here, which we are all painfully aware of now, Is that without a strong credit 
organization and superb analytics in a bad credit cycle, decisions are too heavily based on 
what has happened versus what may. I'll come back to this. 

I think our sfr performance as measured by chargeoffs, will be better tha cfc and if mixed for 
our California concentration and Option ARM mix, will fare decently relative to the industry, 
-that takes us to home eg. This business was managed in retail until the fall of 2006 when we 
moved it to HL. I haven't seen the data yet, but I suspect that the bulk of npas and losses are 
from retail loans. That is not to say that HL originated loans won't follow a similar pattern. 
They will, but represent a smaller part of the portfolio. 

In moving this to home loans, we found a credit regimen that was fico/score driven with little 
to no accounting for collateral which is amazing, and because of the limited defaults in a 
boom market, a default servicing shop that was, sorry to say, laughable. The changes in 
servicing to build a solid default shop rapidly have been crucial and mitigated risk. 

While losses are still largely from retail loans, a key question is did we err in opening home 
equity up to HLs for cross selling? I would not change that. But we should have been less 
aggressive in policies and parameters. We carried over retail policies and probably should 
have given up some volume and share over the last year or so. 

1 don't know how we will look versus others, but our heavy California lending will skew us 
versus others. 

The lesson here, as above, is that the lack of strong credit staff and analytics contributed to 
spotty underwriting discipline and a lack of insights into possible policy changes as we moved 
into HL production. 

Without beating a dead horse, Tom and I worried about our stated desire to take on more 
credit risk and the weak staff and infrastructure in ERM (center and business) if a credit 
downturn occured. The time we spent giving Hugh a shot as CCO was a waste of time. I told 
this to Ron, but understand what he was trying to do. I also continue to feel that Ron has not 
jumped into the vacuum consistently, rolling up his sleeves as needed. What has been 
missing for us is that check and balance around credit and proactive credit leadership. 
Without it we have made many good "instinctual" decisions (sell option arms, sell resids, sell 
npas, reduce the portfolio) but there was little to no healthy pushback from the "control" 
function. 

More broadly, given our model, as you well know, our ability to grow assets has been and 
continues to be almost exclusively dependent on real estate assets in markets that are 
historically more volatile. Despite that, we held subprime flat overall, reduced sfr by a good 
chunk maintaining low Itvs, and grew home equity at a pace at or below key competitors. 
Stating the obvious, we need more tools (read other asset classes and business lines) and 
more strength outside California to add to our current capabilities. 

Tactically we sure made some mistakes, but HLs has more often than not shored up and 
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shaved off risk as we tossed them some hot potatos in a nasty market. 

Strategically we could have grown more slowly, shrunk evenmore and bought back more 
stock. That might have been the right call over the last 12 months or so, but as you have said, 
that is not sustainable. 

Last comment. There is more to do in HLs but we are positioned to take advantage of this 
brutal collapse on our terms if we can agree on how and where we want to play. We have a 
strong team, our expenses are much lower and our infrastructure is improving nicely. MSRs 
are now a positive (who would have thunk it?). Risk adjusted returns on new assets seem to 
be very good and competition continues to tall away. On the other hand, what wil be evident 
shortly is the power in mortgages will shift even further to the big banks and to some extent 
the GSEs. It will put a higher premium on capital and balance sheet. We will be 
disadvantaged somewhat and need to double down on what we will be willing to hold. 

Sorry for the long airplane note. I look forward to discussing this, but more importantly to 
sharpen our focus on our future success in HLs. 


Sent from my BlackBerry Wireless Handheld 
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Equity started early on due to rising delinquencies in the portfolio. 

Started by reducing severities before July by substantially reducing loan/iine 
sizes and 

July began looking at credit quality - raising FICO’s, recognizing increased role 
that CLTV plays on performance... reduced CLTV’s on higher risk lending 

October - address continued deterioration in property values - expand Soft 
Markets with MSA tool 


Dependencies on systems due to high degree of automation in this product. 


Nov-Dec ; Continued focus on reducing line exposure and begin to make moves 
to respond to portfolio constraints - redefine product sweet spot. 
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Timeline of what changed when. 


Early on focus on improving credit quality and beginnings of migration away from 
stated income tending. 


October - heavier reliance on AUS for non-full doc lending, introduction of WM 
Soft Market policy - evidence became stronger that property values were 
deteriorating at faster than expected pace. 


Nov- Dec - clamp down on Low Doc with 720 FICO and 50% max LTV 
Cash out restrictions and focus on minimizing neg am product production. 


10 
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From: 

Sent: 

To: 

Subject: 


Beck, David <david.beck@wamu.net> 

Monday, Febmary 26, 2007 11:14 AM 

Murray, William <william.murray@wamu.net>; Chen, Youyi <youyi.chen@wamu,net>, 
Potolsky, Doug <doug.potolsky@wamu.n«> 

FW': Long Beach 2nd Lien Disposition 


Thanks for helping me with the communications on this. Inquiring minds want to know. 


From: Beck, David 

Sent: Monday, February 26, 2007 11:14 AM 
To: Roteila, Steve 
Cc: Schneider, David C. 

Subject: RE: Long Beach 2nd Lien Disposition 

I have to work through the accounting on Option Arms and the 2nds this week. We do have 
a rough verbal from Joe Mattey on the 2nds. The preliminary ALLL reserve is 7%. The Feb 
forecast has an update for the impact. 1 originally had a 4% loss on sale in the forecast. 

I owe you both a summary of the GAAP impacts now that we have direction on the 
economics. 

There is a flurry of activity this morning regarding accounting and governance needed to 
affect these actions. I’ll keep you posted. 


PS David, I just updated Steve by phone on all this plus the NPA and SND deals we have in 
the market. 


From: Roteila, Steve 

Sent; Monday, February 26, 2007 10:55 AM 

To: Beck, David 

Cc: Schneider, David C. 

Subject: RE: Long Beach 2nd Lien Disposition 

Sounds right to me. Do we have the accounting impacts nailed yet (ALLL etc). 


From: Beck, David 

Sent: Sunday, February 25, 2007 5:35 PM 

To; Beck, David; Schneider, David C.; Roteila, Steve; Cathcart, Ron; Casey, Tom; Fettgen, Cheryl A.; Boyle, Hugh F.; 
Mattey, Joseph; Fortxinato, Steve; Hyde, Arlene M.; Woods, John F. 

Cc: Potolsky, Doug; Drastal, John 
Subject; RE: Long Beach 2nd Lien Disposition 


3rd Update 

David and I spoke today. He's instructed me to take actions to move the 2nd lien whole 
loans to portfolio. 

Ron, you will need to sign off on this transfer. A portfolio of 100% second liens requires 
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your approval 

This week I'il work to get the necessary governance sign offs in place. Cheryl, please direct 
me on what form the approval request should take and what committees should review and 
authorize the request. I can pull all the data. 

Thanks in advance for your help. 


2"'* Update 

Here is some important analysis for you to consider. 

We estimate that a cum loss range of between 10% and 15% is realistic for this pool. Using 
the best economics price of 93, an average life of 2 years and 12% cumulative losses (2x our 
model), the after tax ROA is 222bp. At 15% cum losses, the after tax ROA’s arc a 
respectable 132bp. A good use of portfolio capital. 


WALA 

Avq Life 


9mos 

1.81 

9mos 

2.06 

9mos 

2.38 

Bid Price 

Cum 

Loss 

StdLB2nd 
Liens CPR 
Vectors 

10% Slower 

20% Slower 

91 

10% 

342 

342 

342 

91 

12% 

273 

282 

289 

91 

15% 

169 

191 

211 

92 

10% 

309 

313 

31? 

92 

12% 

239 

253 

265 

92 

15% 

135 

162 

186 

93 

10% 

274 

283 

231 

93 

12% 

205 

222 

2^ 

93 

15% 

101 

132 

160 


According to our ALLL model, the expected lifetime loss for the 433mm pool subprime 2”^ 
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lien pool is 6%. We all agree 6% is too low and we reflect this in our performance analysis 
above. Well need to go off model to value these assets properly whether in whole loan or 
residual form. 

We continue to run analysis and work with partners in credit and accounting to 
understand the best exit strategy for these loans. A meeting with David Schneider and 
Cheryl Feltgen is planned for Friday. 


From; Beck, David 

Sent; Wednesday, February 21, 2007 9;52 AM 

To; Schneider, David C.; Rotella, Steve; Cathcart, Ron; Casey, Tom; Feltgen, Cheryl A.; Boyle, Hugh F.; Mattey, Joseph; 
Fortunato, Steve; Hyde, Arlene M. 

Cc: Potolsky, Doug; Drastal, John 
Subject: Long Beach 2nd Lien Disposition 

Importance: High 

Please consider this an update with the express purpose of grounding the team on 
important information and coordinating our actions as we move toward a decision on how 
best to dispose of 433MM of performing 2”^^ lien loans in the Long Beach warehouse. David 
Schneider and I spoke yesterday and he is arranging a meeting for later this week to move 
us to a final decision on disposition of the 2”*^ liens. 

UPDATE 

The performing second lien investor base is in disarray and for all intent and purposes 
distributing credit bonds backed by subprime 2"*^ liens is not a viable exit strategy. This 
conclusion is based on our work over the last several weeks and numerous discussions 
with rating agencies, credit investors and investment banks. Here are the important facts; 

1. Radian proposed a bond insurance wrap structure that insured 89% of the senior 
bonds. Radian’s first dollar of loss begins at 18.5% (after residual, b piece and 
overcollaterali 2 ation), equivalent to a single A level of loss protection. In essence, Radian is 
providing a liquidity bid not loss protection. 

2. Lehman Brothers proposed a standard 2"*^ lien securitization structure (no insurance 
wrap) but declined to provide us with a price at which they would position the BBB bonds. 
On a call last night, Lehman indicated they are very long similar product and suggested we 
pursue other alternatives. (They expressed concerns about lien liquidity) 

3. In either of the above structures, WaMu retains the first loss as well as rated 
securities up to BBB. Thus, we conclude that these transactions effectively do not achieve 
risk transfer. They amount to financings of the AAA-A cash flows at an unattractive rate of 
Libor +20 - 25. 

4. Our only certain exit is through the Radian wrapped structure. When we factor in the 
cost of the guarantee, the equivalent economics implies WaMu selling the BBB- bonds at a 
spread to libor of + 1750! 

5. Investors are suffering greater than expected losses from subprime in general as well 
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as subprime 2"^ lien transactions. As you know, they are challenging our underwriting 
representations and warrants. Long Beach was able to securitize 2nds liens once in 2006 
in May. We sold the BBB- bonds to investors at Libor +260. To date, that transaction has 
already experienced 7% foreclosures. 

6. Best economics, excluding portfolio, results in 92.9 all in price which includes a 3.5% 
residual priced to 10% cumulative losses and a 25% discount rate. 

Joe Mattey provided us with an ALLL indication earlier in the process when we still believed 
we could achieve risk transfer at reasonable price. Yesterday, we’ve asked Joe to sharpen 
his pencil and rerun the ALLL analysis. Todaj'-, we want to compare portfolio execution vs 
market. 

We adjusted the February forecast yesterday down 25mm to reflect market information. 

Today, we’ll continue to run stress test analysis and work with Joe to understand where 
the portfolio execution pencils out. 
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(b) It is understood and agreed diat the obli^cwis of the Seller set forth in diis Section 7 to cure, repurchase 
or substitute for a defective Mortgage Loan constiti4e Sk sole r^n^ies oftte Purchaser a^inst the Seller respecting a missing or 
defective document or a breach of the representations and warranties ojMained in Section 5 or Section 6. 

SECTION 8. Closing Payment for the Mortgage tx>aiK - 

Tbe closing of the purchase and sale of the Mor^ge Loans and the Trust Swap Agreement shall be held at the 
Seattle office of Heller Ehrman LLP at 9:30 am New York time tm the Closii^ Date (or such other location or time as is mutually 
agreeable to the parties). 

The Purchaser’s obligation to close the traRStu:tioiB contenplated by this Agreement shall be subject to each of the 
foliow'ing conditioas: 

(a) All of the representations and warranties of the Seller under this Agreement shall be true and correct in all 
material respects as of the dale as of which they are made and no ever* shall have occurred which, with notice or the passage of time, 
would constitute a default under this Agreement; 


(fa) The Purchaser shall have received, or the attorneys of flie Pitfchaser shall have received in escrow (to be 
released from escrow at the lime of closing), all Closing Documents as specified in Section 9 of this Agreement, in such forms as are 
agreed ^>on and acceptable to the Purchaser, duly executed by all signatories other than the Purchaser as required pursuant to the 
respective terms thereof; 


(c) The Seller shall have delivered or caused to be delivered and released to the Purchaser or to its designee, 
all documents (including witiiout limitation, the Mortga^ Loans) required to be so delivered by the Piffchaser pursuant to Section 
2.01 of the Pooling and Servicing Agreement and 

(d) AH other terms and conditions of titis Agreement to be complied with by Seller, shall have been complied 

with. 


Subject to the foregoir^ conditions, the Purchaser shall deliver or cause to be delivered to the Seller on the Closing 
Date, against delivery and relea.se by the Seller to the Trustee of all documents required pursuant to the Pooling and Servicing 
Agreement, the consideration for the Mortgage Loans and the Trust Swap Ag-eement as specified in Section 3 of tWs Agreement, by 
delivery to the Seller of the Purchase Price in immediately available ftmds and delivery of the Long Beach Certificates to the Seller 
or, upon the direction of the Seller, to Long Beach Asset Holdings Corp. 
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SECTION 9, Closing Documents . 

Without limiting the generality of Section 8 hereot the closii^ shall be subject lo delivery of each of the following 

documents: 


(a) An Officers’ Certificate of the Seller, dated die Qosii^ Date, upon which the Purchaser, Credit Suisse 
Securities (USA) LXC (“CSS") and WaMu Capital Corp. (“WCC”, and together with CSS, the “Underwriters”) and the NIMS 
insurer, if aity, may rely and attached tterelo copies of the certificate of incorporation, bylaws and certificate of good standing of the 
Seller under the laws of the State of Delaware; 

(b) An Officers’ Certificate of tiie Seller, thited the Closing D^, itoon which the Purchaser, the Underwriters 
and the NIMS Insurer, if any, may rely, with respect to certain fects regardir^ the sale of the Mortgage I-oans, by the Seller to the 
Purchaser; 


(c) An Opinion of CouiKel of the Seiler (which may be in-house counsel of the Seller), dated the Closing Date 
and addressed to toe Purchaser, the Underwriters and the NIMS Insurer, if any; 

(d) Such opinions of cotatsei as tfte Ratii^ Agencies, the lAiderwriters, the Trtistee or the NTMS Insurer, if 
any, may reasonably request in connection with the sale of die Morlg^ Loans and the Trust Swap Agreement by the Seller to the 
Purchaser or the Seller’s execution and delivery of, or performarxje under, this Agreement; 

(e) A letter from Deloitte & Touche LL-P., certified piAlk accountants, dated the dale hereof and to the effect 
that they have performed certain specified procedures as a result of which they determined that certain information of an accounting, 
financial or statistical nature set forth in the Prospectus Supplement under the captions “Sunsnary of Terms — Mortgage Loans,” “Risk 
Factors,” “The Sponsor,” “Static Pool Information,” “The Mortgage Pool” and “Yield, Prepayment and Maturity Considerations” and 
in “Appendix A” agrees with the records of the Seller; 

(0 The Seller shall deliver or make available to the Purchaser for inclusion in the Prospectus Supplement 
under the captions “The Sponsor,” “The Servicers” and "Static Pool Information” or for inclusion in other offering materials, such 
publicly available information regarding the Seller and Washir^n Mutual Bank, their financial condition, Seller’s underwriting 
standards, lending activities and loan sales, production, static pool information and master servicing practices, and Washington 
Mutual Bank's servicing and collection practices, and any similar noipublic, unaudited financial information and a computer tape 
with respect to the pool information, as the Underwriters may reasonably request; 

(g) Letters from at least two nationally recognized statistical rating agencies rating the Offered Certificates (as 
defined in the Prospectus Supplement); and 
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(h) Such further information, colificates, opinions and documei%s as the Purchaser or tiie Underwriters may 
reasonably reqiest 

SECTlOht 10. Costs . 

The Seller shall pay (or shall rein^iffse the Piffchaser or any odter Person to the extent that the Purchaser or such 
other Person shall pay) all costs and expenses incurred in comecdcat wife fee transfer and delivery of the Mortgage Loans and the 
T rust Swap Ag-eemenL including without limitation, recendii^ fees, fees ftw title policy endorsements and continuations and the fees 
for recording Assignments, the fees and expenses of the Seller’s in-house accoimtants ^ in-house attorneys; the costs and expenses 
incurred in connection with determining the Seiler’s loan loss, fi^eclosire and delinquency experience, the costs and expenses 
incurred in connection with obtaining the documents referred to in Sectimis 9(d) and 9(e), the cost of an opinion of coimsel regarding 
the true sale of the Mortpge Loans and the Trust Sw^ A^eement and non-consolidation of the Seiler, fee costs and expenses of 
printing (or otherwise reproducing) and delivering feis Ag-eement, the Poolir^ and Servicing AgreemenL fee Certificates, the 
prospectus, the Prospectus SupplemenL any blue sky filit^ reiatii^ to fee Certificates and other related documents, costs and 
expenses of the Trustee, fee fees and expenses of thePirchaser’s coiHsel incomection with fee preparation of ail documents relating 
to the securitization of (he Mortgage Loans, fee filii^ fee charged by fee Securities and Exchange Commission for re^stration of fee 
Certificates, fee cost of any opinions of outside special coumel feat may be required for the Seller and the fees charged by any Rating 
Agency to rate the Certificates. All other costs and wqjenscs in connection with the transactiore: contemplated hereunder shall be 
borne by fee party incurring such expense. 

SECTION 11. Servicing . 

The Seller has represented to the Pxachaser that fee Mortgage Loans arc being serviced in accordance with the 
terms of the Pooling and Servicing Agreemertt, and it is understood and agreed by and between fee Seller and the Purchaser that any 
interim servicing arrangements with the Seiler will be superseded by fee servicing arrangements set forfe in the Pooling and Servicing 
Agreement 


SECTION 12, Mandatory Delivery: Grant of Security Interest . 

The sale and delivery on the Closing Date of fee Mortgage Loans and the Trust Swap Agreement in accordance 
with the terms and conditions of this Agreement is mandatory. It is specifically understood and agreed that each Mortgage Lotm is 
unique and identifiable on the. Closing Date and that an award of mor«y damages would be insufficient to compensate fee Purchaser 
for the losses and damages incurred by fee Purchaser in fee event of the Seller's failure to deliver fee Mortgage Ixjans on or before 
the Closing Date. 


The Seller hereby grants to fee Purchaser a lien on arwl a continuing security interest in the Seiler’s interest in each 
Mortgage Loan and the Trust Swap Agreement, and each document and instrument evidencing each such Mortgage Loan and the Trust 
Swap Agreement to secure fee performance by fee Seller of its obligation hereunder, and the Seller agrees feat it holds such Mortgage 
Loans and such Trust Swap Agreement in custody for fee Purchaser, subject to (i) fee Purchaser’s right, prior to fee Closing Date, to 
reject any Mortgage Loan to fee extent pertratted by this Agreement and (ii) the Purchaser’s obligation to deliver or cause to be 
delivered the consideration for the Mortgage Loans and the Trust Swap Agreement pursuant to Section 8 hereof. Any Mor^ge Loan 
rejected by the Purchaser shall concurrently therewith be automatically released from the security interest created hereby. The Seller 
agrees that, upon acceptance of fee Mortgage Loans and the Trust Swap Agreement by fee Purchaser or its designee and delivery of 
payment to the Seller, feat any security imerest held by the Seller in such Mortgage Loans and such Trust Swap Agreement shall be 
released- 
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All ri^tts and remedies of the Pwchaser tinder dss Ageement are distinct front, and cumulative with, any other 
rights or remedies under this Agj-eement or afforded hy law or eqio^ and all sudi ri^fts and remedies irey be exercised concurrently, 
independently or successively. Notwithstanding the foregoit^ if oo (he (Tiosiog Date, each of the conditions set forth in Section 8 
hereof shall have been satisfied and the Purchaser stell not have pad or caused to be paid the Purchase Price, or shall not have 
delivered or caused to be delivered the Long Beach Certificates to fi« Seiler or, q>on the direction of the Seller, to Long Beach Asset 
Holding Corp., or any such condition shall not have been waived or satisfied and the Purchaser determines not to pay or cause to be 
paid the Purchase Price or not to deliver or cause to delivered the Long Beach Certificates to tiie Seller or Long Beach Asset 
Holding Corp,, the Purch^er stall immediately effect the re-deljvery of the Mortgage Loans and the Trust Swap Agreement, if 
delivery' to the Purchaser has occurred and any security interest created by tins Section i 2 shall be deemed to have been released. 

SECTION 13. Notices . 

All demands, notices and coimiunicaticMS hereunder shall be in writing and shall be deemed to have been duly 
given if personally delivered to or mailed by regstered mail, ^tage prepaid, or transmitted by telex or tele^aph and confirmed by a 
similar mailed writing, if to tiie Purchaser, addressed to the Purdiascr at 120 J Third Ave., WMTJTOb, Seattle, Washington 98101, 
Attn: LBSC Le^i Counsel, or such other address as may hereafter be finished to the Seller in writing by the Purcffiser; if to the 
Seller, addressed to the Seller at 1201 Hard Ave., WMT1706, Seatie, Washin^n 98101, Attn: LBMC Legal Counsel, or to such 
other address ^ the Seller may desigiate in writing to the Purchaser. 

SECTION 14. Severability of Provisions . 

Any part, provision, representation or warranty of tWs Agreement which is prohibited or unenforceable or is held 
to be void or unenforceable in any jurisdiction shall, as to such jurisdiction, be ineffective to die extent of such prohibition or 
unenforceability without invalidating the remaining provisions hereof. To the extent permitted by applicable law-, the parties hereto 
waive any provision of taw which prohibits or renders void or unenforceable ar^ provision hereof 

SECTION ! 5. Agreement of Parties . 

The Seller and die Purchaser each agree to execute and deliver such instruments (including UCC financing 
statements and continuation statements) and take such actions as either of die others may, fi-om time to time, reasonably request in 
order to effectuate the purpose and to carry out the terms of this Agreement and the Pooling and Servicing Agreement. 
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SECTION 16- Survival . 

The Seiler agrees that the representations, wairarties and agreements made by it herein and in any certificate or 
other instrument delivered pursuant hereto shall be deemed to be relied n>on by the Picchaser and its successors and assigns, 
notwitiistanding any investigation heretofore or hereafter m^e by ti» Ptrchascr or on its behalf, and that the representations, 
warranties and a^eements made by the Seller herein or in any such certifi«ttt or odier instrument shall survive the delivery of and 
payment for the Mortgage IjDans and the Trust Swap A^eement md shall continue in full force and effecf notwithstanding any 
restrictive or qualified endorsement on the Mor^ge Notes and notwithstanding stijsequcrtt tennination of this Apeement, the Pooling 
and Servicing Apeementor die TrietFimd. 

SECTION 17. indemnification. Represertative . 

(a) The Seller indenaiifies and holds harmless the Purchaser, the Purchaser's officers and directors and each 
person, if any, who controls the Purchaser within tl« meaning of Section 15 of the Securities Act of 1933, as amended (the “1933 
Act’’) or Section 20 of the Exchange Act of 1934, as ^nended, (the “Exchange Act’’), as follows: 

(i) apiinst any and all losses, claims, expenses, damages or liabilities, joint or several, to 
which the Purchaser or such controlling person may bccorre subject under the 1933 Act or otherwise, insofar as such losses, 
claims, damages or liabilities (or actions in respect thereof), including, biS not limited to, any loss, claim, expense, damage 
or liability related to purchases and sales oflhe Class A Certificates and the Kfezzarane Certificates arise out of or are based 
upon any untrue statement or aite^d untrue staternem of any material feet contained in the Preliminary Prospectus 
SupplemerS or the Prospectus Supplement, in the case of purchases and sales of the Class A Certificates and the Mezzanine 
Certificates, or any amendment or si^plemeia feereto, or arise oitt of or are based upon, die omission or alleged omission to 
state therein a materia! fact required to be stated therein or necesstuy to make the statements made therein not misleading 
and will reimburse, as incurred, the Piechaser and each such controlling person for any legal or other expenses reasonably 
incurred by die Purchaser or such controlling person in connecticm with investigating, defending against or appearing as a 
third part)' witness in corHiection with any such loss, claim, damage, liability or action as such expenses are incurred; 
provided, however, that the Seiler will be liable in any such case only to the extent that any such loss, claim, damage or 
liability arises out of or is based ^jon an untrue statement or omission, or alleged untrue statement or omission, made feeretn 
in reliance upon and in conforiraty with written information furnished to (he Purchaser by the Seller specifically for use in 
the preparation thereof (the “Seiler’s Information’’); 

(ii) against any and all loss, liability, claim, damage and expense whatsoever, to the extent 
of the a^egate amount paid in settlement of any litigatioa or investi^tion or proceeding by any governmental agency or 
body, commenced or threatened, or of any claim whatsoever based upon any such untrue statement or omission, or any such 
alleged untrue statement or omission, if such settlement is effected with the written consent of the Seller; and 
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(iii) a^nst aiy and all expense wiBlsoever (including die fees and disbursements of 
counsel chosen by the Purchaser, to Section i7(c) below), reasonably incurred in investi^ting, preparing or 

defending against any liti^tion, or investigation or proceedii^ by any governmental agency or body, commenced or 
threatened, or any claim whatsoever based n>on any such iMrue stateineitt or omission, or any such alleged untrue statement 
or omission, to the extent that any such expense is not paid under clarse (i) or clause (ii) above. 

This indemnity agreement will be in addition to aity liability which die Seller may otherwise have. 


(b) The Purchaser ag-ees to inderreiify and hold hamdess the Seller, each of its directors, each of its officers 
and each person, if any, who controls the Seller within the meaning of Section 15 of the 1933 Act or Section 20 of the Exchan^ Act, 
against any and all losses, claims, expenses, damages or liabilities to wWch die Seller or any such director, officer or controlling 
person may become subject, under the 1933 Act or otherwise, inso&r as such losses, claims, damages or liabilities (or actions in 
respect thereof) arise out of or are based upon any undue statemert or alleged latfrue statement of any material feet contained in the 
Preliminaiy Prospectus Supplement or the Prospectus St^plement, in the case of purchases and sales of the Class A Certificates and 
the Mezzanine Certificates, other than in the Seller’s Information, or arise oitt oC or are based igion, the otrussion or the alleged 
omission to state therein a material feet required to be stated tfierein ot necessary to rrake the statements made therein not misleading, 
and will reimbirse any legal or other experses reasonably incurred by the Seller or any such director, officer or controlling person in 
connection with investigating or defending arty such loss, claim, damage, liability or action. This indemnity agreement will be in 
addition to any iiafaili^ which the Pirchaser may otherwise have. 

(c) Pronptly after receipt by an indeiraiified party under this Section 17 of notice of the commencement of ai^' 
action described therein, such indemnified party will, if a claim in respect thereof is to be made against the indemnifying party under 
this Section 17, notify the indemmfying parfyofthe commencement thereof, but the omission so to notify the indemnifying party will 
not relieve the inderraiifying party from any liability that it may have to ai^ indemrafied party under this Section 17 unless the 
indemnifying party is Tnalerially prejudiced by such onassion to notify and in any event the failure to notify the Indemmfying paify' 
shall not relieve it from any liability which it may have to the irtdemnified party otherwise than under this Agreement. In case any such 
action is brought against any indenmified party, and it notifies the indemnifyi!^ party of the coiranencement thereof, the indemnifying 
party will be entitled to participate therein, and, to the extent that it may wish to do so, jointly with any other indemnifying party 
similarly notified, to assume (he defense thereof, with counsel satisfectory to such indeirffdficd party (who shall not, except with the 
consent of the indemrufied party (such coraeni not to be iffu-easonably withheld, conditioned or delayed), be counsel to the 
indemnifying party), and, after notice from the indenmifying party to such inderrmified party under this Section 1 7, such indemnifying 
party shall not be liable for any legal or other expenses subsequently incurred by such indemnified party in connection with the 
defense thereof other than reasonable costs ofinvestigation and preparation for a defense. 

24 
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Any indemnified party shall have tfie ri^ to enploy sqnrate counsel in any such action and to participate in tire 
defense thereof but the fees and expenses of such cmmsel shall be at the expense of such indemnified party unless; (i) the employment 
thereof has been specifically authorized by the irxleinufyii^ par^ in writii^ (it) such indennified party shall have been advised by 
such counsel that there may be one or more le^ defenses available to it wWch arc different from or additional to those available to 
tire indemnitying party and in the reasonable judgment of such coutsel it is advisable for such indemnified party to employ separate 
counsel; (iii) a conflict or potential conflict exists (tesed ot advice of comsel to the indemnified party) between the indemnified 
parQ' and the indemnifying party (in which case the indenrafying parly will not have the ri^ to direct the defense of such action on 
behalf of the indemnified party) or (iv) the indemnifying parfy tes failed to assume the defense of such action and enploy counsel 
reasonabiy satisfactory to the indemnified parfy, in wWch case, if such indeirevfied party notifies the indemnifying party in writing 
that it elects to employ separate counsel at the expense of Ak indenrnifying parfy, die indemnifying party shall not have the right to 
assume the defense of such action on behalf of such indontifled parfy, it being imderslood, however, the indemnifying parfy shall not, 
in connection with any one such action or sepsuate bts sid}stantialiy siiralar or related actions in the same jurisdiction arising out of 
the same general allegations or circumstances, be liable for fae reasonable fees and e:q>enses of more than one separate firm of 
attorneys (in addition to local counsel) at arfy time for all such inderreiified parties, which firm shall be designated in writing (i) by 
the Seller if the indemnified parties under this Section 17 consist of the Seller or atfyofits officers, directors or controlling persons, 
or (ii) the Purchaser, if the inderrmified party under flfis Section 17 consist of foe Purchaser or any of the Purchaser’s directors, 
officers or controlling persons. 

Each indemnified party, as a condition of the indemnify ag-eements contained in Section 17(a) and Section 17(b), 
shall use its reasonable efforts to cooperate with the indemnifying party in the defense of any such action or claim. No indeirsiifying 
parfy shall be liable for any settlement of any such action effected without its written consent (which consent shall not be 
unreasonably withheld, conditioned or delayed), bi4 if settled with its written consent or iftiiere be a final judgment for the plaintiff in 
any such action, the indemnifying parfy ag-ees to indenmify and hold harmless any indemnified party from and against any loss or 
liability (to the extent set forth in Section 17(a) or Section 17(b) as- applicable) by reason of such settlement or judgment. No 
inderrmif)'ing parfy shall, without the prior written coreent of the indenmified parfy, effect any settlement of any pending or threatened 
action in respect of which any indemnified party Is or could have been a parfy and indetmify could have been sought hereunder by 
such indenmified party tmlcss such settlement (i) includes an unconditional release of such indemnified parfy from all liability on any 
claims that are die subject of such action and (ii) does not include a statement as to. or an admission of, fault, culp^ility or failure to 
act by or on behalf of an indemnified parfy. 

Notwithstarding the foregoing paragraph, if at any time an indenmified parfy shall have requested an indemnifying 
party to reimburse the indenmified parfy for fees and expenses of counsel, the indemnifyit^ parfy agrees that it shall be liable for any 
settlement of any proceeding effected without its written consent if(i) such settiemenr is entered into more than 30 days after receipt 
by such indemnifying party of the aforesaid request and (ii) such indemnifying party shall not have reimbursed the indemnified party 
in accordance with such request prior to the date of such settlement 

25 
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(d) If the indemnification jwovided for in Section 17(a) or 17(b) is unavailable or insufficient to hold 
harmless an indeirstified party under subsection (a) or (b) above, then each indettmifying party shall contribute to the amount paid or 
payable by such indemnified party as a result of the losses, cI^hb, damages or liabilities referred to in subsection (a) or (b) above 
(i) in such proportion as is appropriate to reflect the relative benefits received the Piffchaser on the one hand and the Seller on the 
otiier from the offering of the Class A Certificates and tbe Mezzaiune Certifica^ ot (ii) if the allocation provided by clause (i) above 
is not permitted by applicable law, in such proptMlion as is apprqtriate to reflect not otJy the relative benefits referred to in clause 
(i) above but also the relative fault of tbe Pm;haser on tbe <me hand and tfie Seller on the other in connection with the statements or 
omissiorB which resulted in such losses, claims, damages or liabilities as well as tuiy ofoer relevant equitable considerations. If the 
indemnification provided for in Section 17(b) is unavailable or insufficient to hold harmless the indemnified party under 
Section 17(b), then each indenniiyingpartv’ shall cortribule to the amount paid or payable by such indemnified party as a result of the 
losses, claims, daiimges or liabilities referred to in Section 17(b) in such pKr>portion as appropriate to reflect the relative fault of the 
Purchaser on one hand and the Seller on the ofoer in connection with the stalcmenK or omissions which resulted in such losses, 
claims, d^nages or liabilities as well as any other relevant equitable considerations. The relative benefits received by the Purchaser 
on the one hand and the Seller on the other shall be deemed to be in the same proportion as the total net proceeds from the offering 
(before deducting expenses) received by the Purchaser bear to lie total (siderwriting discounts and commissions received by the 
Underwriters (as defined in the Prospectus Supplement). Tbe relative &itit shall be determined by reference to. among otter tilings, 
whetiter the untrue or alleged untrue statement of a material feet or the oirassion or alle^d omission to slate a material fact relates to 
information si^plied by the Purchaser or by the Seiler and the larties' relative intent, knowledge, access to information and 
opportuniw to correct or prevent such untrue statement or ontissioa The anxiunt paid by an indemnified party as a result of the losses, 
claims, damages or liabilities referred to above in the first sertence of thus subsection (d) shall be deemed to include any legal or 
other expenses reasonably incinred by such inderrmified party in connection with investigating or defending any action or claim which 
is the subject of this subsection (d). No person guilty of fraudident misrepresentation (within the meaning of Section n(f) of the 1933 
Act) shall be entitled to contribution from any person who was not guilty of such fraudulent misrepresentation. 

SECTION 18. Representations and Warranties of the Seller Relating to the Trust Swap Aereement 
The Seller hereby represents and warrants to the Purchaser, that as of the Closing Date with respect to the Trust 

Swap Agreement; 


(a) Immediately prior to the novation of the Trust Swap Agreement to the Purchaser, the Seller had good title 
to; and was the sole legal and beneficial owner of the Trust Swap Agreement, free and clear of any pledge, lien, security interest, 
charge, claim, equity or encumbrance of any kind created by the Seller, and has fiili right and authority, subject to no interest or 
participation of, or agreement with, any otter party to sell, assi^ and novate the same. Upon the delivery, transfer or novation of the 
Trust Swap Agreement to the Purchaser as conten^latcd herein, the Purchaser will receive fre Trust Swap Agreement, free and clear 
of any pledge, liea seciffity interest, charge, claim, equity or encumbrance of any kite created by the Seller; 

26 
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(b) The Trust Sw^ AgreemeiA constitiri^ “general iifiangiWes” within the meaning of the applicable UCC; 

(c) The Seller has received consents and a}^ovals required by the terms of the Trust Swap Agreement for 
the sale of such Trust Swap Agreement hereunder to the Pia-chaser; 

(d) The Seller has caused or will lave caused, widin ten days after the Closing Date, the filing of ail 
appropriate financing statements in the proper filing office in ffie appropriate jurisdictions under applicable law as necessary to 
perfect the security interest in the Trust Swap Agreemert ^nted to the Pwchaser hereunder; and 

(e) The Seller has not audiori^d the filing of and is not aware of any financing statements against Seiler that 
include a description of collateral covering either of the Trust Swap Agreement other than any financing statement (a) relating to the 
security interest g-anted to the Purchaser hereunder or (b) that has been tcnTonated. 

SECTION 19. Governing Law . 

THIS AGREEMENT AND THE RIGHTS. IX/TES. OBLIGATIONS AND RESPONSIBIUTES OF THE 
PARTES HERETO SHALL BE GOVERNED BY AND CONSTRLED TN ACCORDANCE WITH THE LAWS AND DECISIONS 
OF THE STATE OF NEW YORK, V^^THOU^ REGARD TO THE CONFUCTS OF LAW PRINCIPLES, THE PARTIES HERETO 
INTEND THAT THE PROVISIONS OF SECTION 5-1401 OF THE NEW YORK GENERAL OBLIGATIONS LAW SHALL 
APPLY TO THIS AGREEMENT. 

SECTION 20. Miscellaneous . 

This Agreement may be executed in two ot more counteiparts, each of which when so executed and delivered shall 
be an original, but all of wltich together shall constitute one and the same instrument This Agreement shall inure to the benefit of and 
be binding upon the parties hereto and their respective successors and assigns. This Agreement supersedes all prior agreements and 
understandings relating to the subject iratler hereof. Neither this A^eemcnt nor any term hereof may be changed, waived, discharged 
or terminated orally, but only by an instrument in writing signed by the party against whom enforcement of the change, waiver, 
discharge or termination is sought. Tlie headings in this Agreement are for purposes of reference only and shall not limit or otherwise 
affect the meaning hereof. 
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It is the express intent of the parties hereto flat Ae conveyance of the Mortgage Loam and the Trust Swap 
Agreement by the Seller to the Purchaser as provided in Section 4 hereof be, and be construed as, a sale of the Mortgage Loaas and 
the Trust Swap Agreement by the Seller K> the Purchaser and not as apierfeB of the Mortgage Loans and the Trust Swap Ag-eement by 
the Seller to the Purchaser to secure a debt or other {^ligation of the Seller. However, in the event that, notwithstanding the 
aforementioned intent of the parties, the Mortga^ Loans and the Trust Swap Agreement are held to be property of the Seller, then, (a) 
it is the express intent of the parties that such conveyance be deemed a pledge of the Mortgage Loans and the Trust Swap A^eement 
by the Seiler to the Purchaser to secure a debt or other oblig^on of the Seller and (b) (1) tiiis Agreement shall also be deemed to be 
a security ag-eement within the meaning of Articles 8 and 9 of the New York IWform Conroercial Code; (2) the conveyaiKC 
provided for in Section 4 hereof shall be deemed to be a grant by the Seiler to the Piu-chaser of a security interest in all of the Seller’s 
ri^t, title and interest in and to the Mortgage Loans, toe Tnst Swap Agreement and all amounts payable to the holders of the 
Mortage Loans and (he Trust Swap Agj-eenient in accordance with toe terms thereof and all proceeds of the conversion, voiimtary or 
involuntary, of the foregoing into cash, instruments, secwities or other property, including without limitation ail amounts, other than 
investment earning, from time to time held or invested in the Collection Accouft whether in the form of cash, instruments, securities 
or other property; (3) the possession by the Purchaser or its agent of tiie Mor^ge Notes, the Trust Swap Agreement, the related 
Mort^ges and such other items of property that constitute instruments, moo^, negotiable documents or chattel paper shall be deemed 
to be “possession by the secured party" for pirposes of perfectii^ tije security interest pursuant to Section 9-305 of the New York 
Lhiform Commercial Code; and (4) notifications to persom holding such property, and acknowledgments, receipts or confirmations 
from persons holding such property, shall be deemed notifications to, or acknowledgments, receipts or confirmations from, financial 
intermediaries, bailees or agents (as applicable) ofthe Purchaser for the purpose of perfecting such security interest under applicable 
law. Any assignment of the interest of the Purchaser piffsuant to Section 4(d) hereof shall also be deemed to be an assigiment of any 
security interest created hereby. The Seller and toe Ptrebaser shall, to the extent consistent wito this Agreement, take such actions as 
may be necessary to ensure that, if this Ag’eement were deemed to create a secirity interest in the Mortgage Loans and the Trust 
Swap Agreement, such security interest would be deemed to be a perfected security interest of first priority under applicable law and 
will be maintained as such throu^ut the term of this AgrewienJ and thePoolii^and Servicing Agreement. 


SECTION 21. Third Party Beneficiars' . 

Each of the Trustee and the NIMS Insurer, if any, shall be a third-party beneficiary hereof (except wifrt respect to 
Section 17) ^ shall be entitled to enforce the provisions hereof as if a party hereto, except toe provisions of Section 17 hereof The 
Underwriters, shall be toird-party beneficiaries hereof solely with respect to Section 17 and shall be entitled to enforce toe 
provisions of Section 17 as if it were a party hereto. 
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IN WITNESS WHEREOF, the Purclaser and the Seller lave caused their names to be si^ed by their respective 
officers thereunto duly ai^orized as of the date first above written. 


LONG BEACH SECURITIES CORP, 


By: 

Name: Dave Coultas 

Title: AuAorized Officer 


LONG BEACH MORTGAGE COMPANY 


By: 

Name: Dave Coultas 

Tide; First Vice President 
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EXHIBIT A TO MORTGAGE LOAN FtltCHASE ACREENfENT 

STANDARD & POOR '5 LEVELS® GLOSSARY in effect on the CLOSINC DATE 
As of FebruiU7 7, 2006 (Update as of the Oosing Date) 

APPENDIX E TO GLOSSARY FOR FILE FORMAT FOR l£\'ELS® \mRSlON 5.6c: Standard & Poor’s Anti-Predator>' Lending 
Categori23tion 


REVISED January 1 7, 2006 

Standard & Poor’s has categorized loans governed and-pndabiry lending laws in the Jurisdictions listed below into diree 
categories based upon a combination of factors that include (a) Sb risk exposure associated with the assignee liability and (b) the 
tests and thresholds set forth in those laws. Note that certain loatB classified the reievant statute as Covered are included in 
Standard & Poor's Cost Loan Category becaise they included tiiresholds and tests that are typical of what is generally 
considered Cost by the industry. 


Standard & Poor’s High Cost Loan Categoriaafion 

Slate/Jurisdiction 

Name of Anti-Predatory Lendir^ Law/Effective Date 

Category under Applicable 
Anti-Predatory Lending Law 

.Arkansas 

Arkansas Home Lean Protection Act, Ark. Code Ann. §§ 
23-53-101 eiseq. 

Efective July 16, 2003 

High Cost Home Loan 

Cleveland Heights. OH 

Ordinance No. 72-2003 fPSH), Mim. Code §§ 757.01 
et seq. 

Effective Jime 2. 2003 

Covered Loan 

Colorado 

Corcumcr Equity Protection, Colo. Stat. Ana §§ 
5-3.5-101 et seq. 

Effective for covered loans offered or entered into on or 
after January 1, 2003. Other provisions of the Act took 
effect on Jime 7, 2002 

Covered Loan 

Connecticut 

Connecticut Abusive Home Loan Lending Practices Act, 
Conn. Gea Slat §§ 36a-746 et seq. 

Effective October 1, 2001 

Hi^Cost Home Loan 

District ofColianbia 

Home Loan Protection Act D.C- Code §§ 26- 11 5 1 .0 1 
etseq. 

Effective ftw loans closed on or after January 28, 2003 

Covered Loan 

Florida 

Fair Lending Act, Fla. Slat Ann. §§ 494.0078 et seq. 
Effective October 2, 2002 

Hi^ Cost Home Loan 

A-1 
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Standard & Poor’s High Cost Loan Categorization 


Sate/Jwisdiction 

Name of Ar^-Predatory L«rfii^Law/E&ctive Date 

Category under Applicable 
Anti-Predatory Lending Law 

Georga{Oct, 1, 2002 - Mar. 6, 
2003) 

Georeja Fair Lendii^ Act, Ga. Code Aim. §§ 7-6A- 1 
et seq. 

Effective October 1, 2002 - M 2 ffch 6, 2003 

High Cost Home Loan 

Geor^aas amended (Mar. 7, 2003 
- current) 

Georgia Fair Lerrfing Act, Ga. Code Ann. §§ 7-6A-1 
et seq. 

Effective for loans closed on ot after March 7, 2003 

High Cost Home Lo^ 

HOEPA Section 32 

Home Ownership and Equity Protection Act of 1 994, i 5 
U.S.C. § 1639, 12 C.F.R §§ 226.32 and 226.34 

Effective October I, 1995, amendmettis October 1, 2002 

Hi^ Cost Loan 

Illinois 

High Risk Home Loan Act, lU.Conp. Stat. tit 815, §§ 
137/5 et seq. 

Effective Jaiaiary 1 , 2004 (prior to diis date, regulations 
under Residential Mortgage License Act effective from 
Mayl4.2W)l) 

Risk Home Loan 

Kansas 

Coasumer Credit Code, Kaa Stat. Aim. §§ Itia-I-lOl 
el seq.\ 

Hi^ Loan to Value Consumer Loan 
(id.§ 16a-3-207) and; 


Sections 16a-l>301 and l6a-3'207 became effective 
April 14, 1999; Section I6a-3-308a became effective 
Juiy 1,1999 

High APR Consumer Loan (id,§ 
16a-3-308a) 

Kentucky 

2003 KY H.B. 287 - High Cost Home Loan Act, Ky. 

Rev. Stat. §§ 360.100 et seq. 

Effective June 24, 2003 

Hi^ Cost Home Loan 

Maine 

Truth in Lending. Me. Rev. Stat. tit. 9-A, §§ 8-101 
et seq. 

Effective Septeirtwr 29, 1995 and as amended from time 
to time 

Rate Fee Mortgage 

Massachusetts 

Part 40 and Part 32, 209 C.M-R. §§ 32.00 et seq. and 
209C.M.R. §§40,01 ctseq. 

Effective March 22, 200 1 and amended from time to 
lime 

High Cost Home 1-oan 

A-2 
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Standard & Poor’s High Cost Loan Categori 2 atlOD 

State/Jurisdiction 

Name of Anti-Predatory Lendir^ Law/Effective Date 

Category under Applicable 
Anti-Predatory IxndingLaw 

Nevada 

Assembly Bill No. 284, Nev. Rev. Stat. §§ 598D.010 
et seq. 

Effective October 1, 2W)3 

Home Loan 

New Jersey 

New Jersey Home Ownership Security Act of 2002, N.J. 
Rev. Stat. §§ 46;10B-22etseq. 

Effective for loans closed on or after Noven^r 27. 

2003 

High Cost Home Loan 

New Mexico 

Home Loan Protection Act, N.M. Rev. Stat §§ 

58-21A-1 etseq. 

Effective as of jaiHmy I, 2004; Revised as ofFebruary 
26, 2004 

Hi^ Cost Home Loan 

New York 

N.Y. Banki!^ Law Article 6-1 

Effccbve forapplicaticHB made on or after .April 1, 

2003 

Cost Home Loan 

North Carolina 

Restrictions and Limitations on High Cost Home Loans, 
N.C. Gea Stat. §§ 24-1. IE et seq. 

Effective JiJy 1, 2000; amended October 1, 2003 
(adding (^>en-end lines of credit) 

High Cost Home Loan 

Ohio 

H.B, 386 (codified in various sections ofthe Ohio 

Code), OHo Rev. Code Ann. §§ ! 349.25 et seq. 

Effective May 24, 2002 

Covered Loan 

Oklahoma 

Comiffner Credit Code (codified in various sectitms of 
Title 14A) 

Effective July 1, 2000; amended effective January 1, 
2004 

Subsection 10 Mortgage 

South Carolina 

South Carolina High Cost and Consumer Home Loans 
Act, S.C. Code Aim. §§ 37-23-10 et seq. 

Effective for loans taken on or after January 1. 2004 

Higjt Cost Home Loan 

West Virginia 

West Virgjrua Residential Mortgage Lender, Broker and 
Servicer Act. W. Va. Code Ann. §§ 3 1-1 7-1 et seq. 
Effective Jimc 5, 2002 

West Virgiiiia Mortgage Loan Act 
Loan 

A-3 
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Standard & Poor’s High Cost Loan Categorizatioa 

State/Jurisdiction 

Name of Ai4j-PredatoryLendii§ Law/Effective Date 

Category under Applicable 

Ajiti'Predatory Lending Law 

Georgia (Oct. 1, 2002 - Mar. 6, 
2003) 

Georgia Fair Lending Act, Ga. Code Ana §§ 7-6A-1 
et seq. 

ESective October 1, 2iH)2 • March 6, 2003 

Covered Loan 

New Jersey 

New Jereey Home Ownership Seca’liy Act of 2002, N.J. 
Rev. Slat. §§ 46:106-22 et seq. 

Effective Novenier 27. 2003 - July 5, 2004 

Covered Home Loan 

Standard & Poor’s Home Loan Categorisation 

Stale/JurisdictioTJ 

Name of Anti-Predatmry Lending Law/Effectivc Date 

Category under Applicable 

Anti-Predatory' Lending Law 

Georgia (Oct. 1, 2002 - Mar. 6, 
2003) 

Georgia Fair Lendii^Acl, Ga. Code Ana §§ 7-6A-1 
et seq. 

Effective October 1, 2002 - Ma'ch 6, 2003 

Home Loan 

New Jersey 

New Jersey Home Owtwrship Security Act of 2002, NJ. 
Rev. Stat. §§46:108-22 et seq. 

Effective for loans closed on or after Novent»cr 27, 

2003 

Home Loan 

New Mexico 

Home Loan Protection Act, N.M. Rev. Stat. §§ 

S8-21A-1 et seq. 

Effective as of January 1. 2004; Revised as ofFebruary 
26,2004 

Home Loan 
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Standard & Poor's Home Loan Categorization 


State/Jurisdiction 

Name of Anti-Predatory Lending Law/Effective Date 

Category under Applicable 
Arfti-Predatory Lending Law 

North Carolina 

Restrictions and Limitations on HigJ) Ccst Home Loans, 
N.C. Gen. Slat §§ 24-LlE etseq. 

Effective July 1. 20{K); amended October 1, 2003 
(adding open-end lines of credit) 

Consumer Home Loan 

South Carolina 

South Carolira H Cost and Consaner Home Loans 
.Act, S.C. Code Am. §§ 37-23-10 et scq. 

Effective for loans taken on w after Janisry 1, 2004 

Consumer Home Loan 

A- 5 


34of35 


3/n/2010 8:54 F 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00866 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


855 


~ ..--c .r. — • ~ 

SCHEDUl£A 
Trust Swap Agreement 

Provider T rareaction Reference 

Credit Suisse International External ID; 53I01624N3/RiskID: 447390557 
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EXHIBIT 4.6 


MORTGAGE LOAN PURCHASE AND SALE AGREEMENT 
AmoDg 

Washington Mutual Bank 
Washington Mutual Bank fsb 
(Seilers) 

and 

WaMu .Asset Acceptance Corp. 

(Purchaser) 

Dated as of October 25, 2005 


Residential First Lien Mortgage Loans 
Fiow Delivery Program 


TABLE OFCONTE.NTS 



Pate 

ARTICLE 1. DEFTNmONS 

2 

ARTICLE 2. SALE AND CONVEYANCE OF MORTGAGE LOANS; PAYMENT OF PURCHASE PRICE; 
DELIVERY OF MORTGAGE Fn.ES; 

18 

Section 2, 1 Sale and Conveyance of Mortgage Loans; Payment of Pitfchase Price 

18 

Section 2.2 Delivery of Mortgage Files 

20 

Section 2.3 Recordation of Mort^ges and Asst^imeifls of Mortgages 

20 

Section 2.4 Repurchases of and Substitirtions for Defective Mortgage Loans 

21 

ARTICLE 3. REPRESENTATIONS AND WARRANTIES OF THE SELLER CONCERNING THE ' 

MORTGAGE LOANS; REPURCHASE OR SUBSTITUTION OF MORTGAGE LOANS 

27 

Sections.! Seller Representations and Warranties Concerning the Mortgage Loare 

27 

Section 3.2 Additional Seiler Representations and Warranties 

36 

Section 3.3 Repurchases and Substitutions in the Event of Breach of Seller Representations and Warranties 

40 

ARTICLE 4. COVENANTS 

43 
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TERM SHEET 



Exhibit C 

CONFIDENTIAL PRICING SUPPLEMENT 


MORTGAGE LOAN PlfRCIUSE AND SALE AGREEMENT 


THIS MORTGAGE LOAN PURCRASE AND SALE AGREEMENT dated as of October 25, 2005 is among WaMu Asset 
Acceptance Corp., a Delaware corporation, as purchaser, Wasliington Mutual Bank, a federal savings association, as seller, and 
Washington Mutual Bank fsb, a federal savings bank, as seller. 
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PRELIMINARY STATEMEf'TT 

WHEREAS, in reliance upon die representations, warranties and covenarts of eadi Seller contained here, the Purchaser desires to 
purchase from each Seller, from time to time, and eadi ScUct desires U) sell to the Pirchaser, from time to time, certain residential 
first lien mortgage loans, subject to the terns and conditions ofltas Agreement, withoU recoirse; 

WHEREAS, the Purchaser and the Sellers desire to presaibe in this Agreement the manner of sale by each Seller and purchase by the 
Purchaser of such mortage loans; 

WHEREAS, following each piuchasc of mortgage loans from tiw Sellers, the Piffchaser intends to effect a Sale (as defined below) 
with respect to those nrortgage loans; and 

WHEREAS, the Purchaser and the Sellers desire that Washira^on Miftial Bank shall service the n»rtgage loans piffsuant to a Pooling 
and Servicing Agreement (as defined below). 

NOW, THEREFORE, tiie Purchaser and the Sellers ag-ee as follows; 


ARTICLE 1. 

DERNTriONS 

Vr'henever used herein, the foDowii^ words and phrases, lailess the context othenA'ise requires, shall liave the following meanings: 

Agreement : This Mortgage Loan Purchase and Sale .Agreement, including^! exltibits, attachments and schedules hereto, and all 
amendments hereof and supplements hereto. 

Appraised Value : Wth respect to any (i) htortgagc Loan that is not a Streamlined Mortage Loan or ROV Mortgage Loan, frie lesser 
of (a) the value set forth on tiie appraisal made in connection witii the origination of such Ivfertgage Loan as the value of the related 
Mortgaged Property and (b) the purchase price paid for the Mort^ged Property; provided, however, that if such Mortgage Loan was 
originated in connection with the refinance of a mor^ge loan, the Appraised Value shall be the value set forth on the appraisal made 
in connection with the origination of such Mortage Loan as the value of the related Mor^ged Property; (ii) ROY Mortgage Loan, 
tiie lesser of (a) the value set forth on the residential appraisal review made in connection with the origination of such Mortgage Loan 
as tile value of the related Mortgaged Property and (b) the purchase price paid for the Mortgaged ?Topcrty, provided, however, that if 
such ROV Mortgage Loan was originated in connection with the refinance of a mortgage loan, the Appraised Value shall be the value 
set forth on tiw residential appraisal review made inconnectionwift the origination of such ROV Mor^ge Loan as the value of the 
related Mortgaged Property; and (Hi) Streamlined Mortage Loan, the value set forth in the appraisal made in connection with the 
origination of the mortgage loan being refinanced. 

ARM Loan : A Mortgage Loan as to which the related Mortgage Note provides that the Mortgage Interest Rate may be adjusted 
periodically. 

Assisnment of Proprietary Lease : With respect to a Cooperative Loan, the assignment or mortgage of foe related Cooperative Lease 
by the Mortgagor to foe originator of the Cooperative Loan. 

Breaching Seller : As defined in SecliOTi 3.3(b). 

Buvdown Agreement : An agreement between a Person and a Mortgagor pursuant K> which such Person has provided a Buydown 
Fund. 


Buvdown FutkI : A fond provided by foe originator of a Mortgage Loan or another Person with respect to a Buydown Loan which 
provides an amount sufficient to subsidize regularly scheduled principal and interest payments due on such Buydown Loan for a 
period. 

Buvdown Loan : A Mor^ge Loan for which the Mortgage Interest Rate has been subsidised throu^ a Buydown Fund provided at the 
time of origination of such Mortgage Loaa 

Certificates : As defined in foe applicable Term Sheet. 

Closing Date : With respect to any Mortgage Loan, the meaning set forth in the applicable Term Sheet. 
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Ciosing Dale Loan-lo- Value Rat io: With respect to ai^ Ivtor^ge Loan, flie CiM-Otf Etote Principal Balance of such Mortgage Loan 
divided by the vaiiK of the related Mortgaged Property as of the related Closing Date. 

Co de : The Internal Revenue Code of 1 986, as amended &om time to time, or any successor statute thereto. 

Confidential Pricing Supplement : A ConfidetUial Siif^lancitf with respect to the Mortgage Loans purchased by the Purchaser 

from a Seller on a Closii^Date, in substantially tire form attached as ExhUxt ChereK). 

Cooperative : A private cooperative housing corporation \^ch owns or leases larfo and all or part of a building or buildings, 
including apartments, spaces used for commercial pirposes and consnon areas therein, and whose board of directors authorizes, 
among other things, the sale of Cooperative Stock. 

Cooperative Apartment : A dwelling unit in a najlti-dwellingbuildii^ owned or leased by a Cooperative, which unit the Mortgagor 
has an exclusive ri^t to occupy pursuant to the terms of a profsi^ary lease or occiqiancy agreement in accordance with the laws of 
the state in which the building is located, 

Cooperative Lease : With respect to a Cooperative Loan, the proprietary lease or occifljancy agreement with respect to the 
Cooperative Apartment occupied by the Mort^gor and rclatittgto tite related Cooperative Stock, which lease or agreement confers 
an exclusive ri^t to the holder of such Cooperative Stock to occi^ such apartment. 

Cooperative Loan : A Mortpge Loan made in respect of a Cot^jwative Apartment, evidenced by a Mor^ge Note and secured by Uk 
related Cooperative Stock and the related Cooperative Lease, together with (i) tiie related Security Agreement, (ii) the related 
Cooperative Stock Certificate, (iii) the related assignment w mortgage of the Cooperative Lease, (iv) the related financing statements, 
(v) tire related stock power or other similar iistnsncni and fvi) the related Recognition Agreement. 

Cooperative Stock : With respect to a Cooperative Loan, tiie slock, partnership interest or other ownership instrument in the related 
Cooperative. 

Co operative Stock Certificate : With respect to a Cooperative Loan, the stock certificate or other instrument evidencing the related 
Cooperative Stock 

Current Loan-to- Value Ratio : As used in Section 2.4(b). the Principal Balance of a Mortgage Loan as of the applicable date of 
substitution divided by the Appraised Value; and as used in Section 3.1, the Cut-Off Date Principal Balance of a Mortgage Loan 
divided by the Appraised Value. 

Curtailment : Any payment of principal on a Mortage Loan, made by or on behalf of the related Mortgagor, other titan a Montitiy 
Payment (including a Monthly Payment received prior to its scheduled Doe Date, which is intended to be applied on its scheduled 
Due Date) or a Payoff, which is applied to reduce the outstanding principal balance of the Mortgage Loan. 

Custodian : As defined in the related Term Sheet. 

Cut-Off Date : As to each Mortgage Loan, the first day oflhc month in which the applicable Ciosing Date occurs. 

Cut-Off Dale Principal Balance : As to each Mortgage Loan, the principal balance of such Mortgage Loan remaining to be paid as of 
the close of business on the applicable Cut-Off Date, after deduction and application of all payments of principal due on or before 
such Cut-Off Date, whether or not received. 

Destroyed Mortgage Note : A Mortgage Note the original of which (or a portion of the orignal of which) was permanently lost or 
destroyed and has not been replaced. 

Disclosure Documents : As defined in Section 6.2(a). 

Due Date : With respect to any Mortgage Loan, the day of the month on which Monthly Payments on such Mortgage Loan are due, 
exclusive of any days of grace, which day shall be the first day of the month unless otherwise specified on the related Mortgage Loan 
Schedule. 

Farotie Mae : The Federal National Mor^^ Association and any successor thereto. 

FHA : The Federal Housing Adminissration, or any successor thereto. 

Freddie Mac : The Federal Home Loan Mortgage Corporation and any successor titereto. 
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Midi Cost/Covered Loan : As defined in the related Term Sheet 

Index: With respect to any ARM Loan, the index set forth in the related Mor^^e Note, which index is added to the Margin to 
determine the Mortgage Interest Rate on each date on wWch the Mortage IrterestRate is sid)ject to adjustment. 

Initial Interest Rate Adiustmeitt Date : With respect to ai^ ARM Loan, the initial Due Date on which an adjustment to the Mortgap 
Interest Rate of sucii ARM lx>an becomes effective. 

Margin : With respect to any ARM Loan, foe applicable fixed per anmmt percentage rate specified in the applicable Mortgage Note 
and designated as such in foe related Mortgage Loan Schedule. 

MERS : Mortpge Electrordc Registration Systems, Inc., a Delaware corporation, or any siKcessor thereto. 

MERS Loan : Any Mortgage Loan registered on tiw MERS® ^tem for which KffiRS appears as the mortgagee of record on the 
related Mortgage or on an assignrrent thereof 

MERS® System : The system of electronically recording iransfa's of Mortgages maintained by MERS. 

MIN : The Mortgage Identification Number for a K1ERS Loan. 

MOM Loan : A MERS Loan foat was registered on the MERS® System at the time of origination thereof and for which MERS 
appears as the mortgagee of record on the related Mor^ge. 

Monthly Payment : Wifo respect to any Mortage Loan, the schedided monthly payment of principal and/or interest on such Mortgage 
Loan which is due on the related Due Date for such Mortgage Loan. 

Mortgage : The mortgage, deed of trust, or other instrumert securing a Mortage Note. 

Mortgage File : With respect to any Mortgage Loan, the documents or instruments with respect to such Mortgage Loan described in 
Exhibit A hereto. 

Mortgage Interest Rate : Wifo respect to any Mortga^ Loan, the per annum rate at which interest accrues on such Mortgage Loan 
piffsuaitl to the terms of the related Mortgage Note. 

Mortgage Loan : Each mortgage loan and cooperative loan (if any), includirg each Substitute Mortgage loan, listed on the Mortgage 
Loan Schedule to a Term Sheet, Wifo respect to each Mortgage Ixan that is a Cooperative Loan, “Mortgage Loan” shall include, but 
not be limited to, the Mortga^ Note and foe related Seewity Agreement, Assignment ofProprietary Lease, Recognition Agreement, 
Cooperative Slock Certificate and Cooperative Lease and, wifo respect to each Mortgage Loan ofocr than a Cooperative Loan, 
“Mortgage Loan” shall include, but not be limited to, foe Mortage Note and foe related Mortgage, 

MoriBaee Loan Schedule : The Schedule of Mortgage Loans (which may consist of one or more separate schedules) attached as 
Schedule I to a Term Sheet, The hfortgage Loan Schedule shall set forth at least foe following infonration with respect to each 
Mortgage Loan listed foereinto the extent applicable: {») its loan number, (ii) the ci^, state and apeode of the Mortgaged Property, 
(iii) the Appraised Value of the property sifoject to foe Mortgage, (iv) the Cut-OffCtate Principal Balance, (v) (a) in the case of each 
Mortgage Loan that is not an ARM Loan, foe Mortage Interest Rate of the Mortgage Note and (b) in the case of each ARM Loan, the 
Mortgage Interest Rate, as of foe Cui-OffDate, of foe Mortgage Note and foe Rate Ceiling, Rate Floor, Periodic Cap, Index and 
Margin, as applicable, of foe Mortgage Note, (vi) whether a Primary Insurance Policy is in effect as of foe Cut-OffDate, (vit) the 
maturity of the Mortgage Note and (viii) foe ServicingFee Rate. 

Morteage Note : The note or other evidence of the indebtedness of a Mor^gor under a Mortgage Loan, 

Mortgaged Property : With respect to any Mortgage Loan, ofoer than a Cooperative Loan, the real property, together with 
inprovements thereto, and, wifo respect to any Cooperative Loan, foe relai^ Cooperative Slock and Cooperative Lease, securing the 
indebtedness of the Mortgagor under the related Mortgage Note. 

Mortgagor : The obligor(s) on a Mortgage Note. 

Net Rate : Wifo respect to each Mortgage Loan, foe Mort^^ Interest Rate less the Servicir^ Fee Rate. 

Original Loan-to- Value Ratio : The original principal amoirt of a Mortgag; Loan divided by the Appraised Value. 
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Payoff : Any payment of principal on a Mortgage Loan nade by or rai behalf of flie related Mortgagor equal to the entire outstanding 
principal balance of such Mortgage Loan, if received in advance of the last scheduled Due Date for such Mortage Loan and 
accompanied by an amount of interest equal to accrued u^id iiterest cm the Mortgage Loan to the date of such payment in full. 

Periodic Cap : With respect to any ARM Loan, any applicable lirrat on adjustmertf of the Mortgage Interest Rate for each date of 
adjustment specified in the applicable Mortgage Note and designated as such in the related Mortgage Loan Schedule. 

Person : Any individual, corporatioit, partnership, limited conpany, joint venfitre, association, joint-stock company, trust, 

unincorporated organization, government or any agency or poiiticai si^ivision ftereof, or any other entity' or organization, whether 
or not a legal entity. 

Pooling and Servicing Aereement : As defined in the applicable Term Sheet, as such Pooling and Servicing A^eement is in effect on 
its date of execution. 

Primary Insurance Policy : Wfith respect to any Mortgage Loan, a primary policy of mortgage guaranty insurance, if any, on such 
Mortgage Loan. 

Principal Balance : Widt respect to any Mortga^ Loan (including Sihstitute Mortage Loan), as of any date of determination, the 
scheduled principal balance of such Mortgage Loan under the terms of the related Mong 3 gc Note as of such date, reduced by any 
Curtailments received with respect to such Mortgage Loan prior to tiie calendar mor4h of determination and by any Payoff received on 
or before the 14th day of the calendar month of detenroriation, and withoirt adjustment solely by reason of any bankruptcy or similar 
proceeding or any moratorium or sirrular waiver or grace period. 

Purchase Price : For each Mortgage Loan, an amount equal to the sum of (i) the productof (he Cut-Off Date Principal Balance of such 
Mortgage Loan, multiplied by the related Purchase Price Percentage, and (ii) the amount of interest (computed at the Net Rate) that 
has accrued on the Cut-Off Date Principal Balance ofsuchMor^ge Loan from the related Cut-Off Date to but not including the 
related Closing Date. 

Purchase Price Percentage : For each Mortga^ Loan, as defined in the related Confidential Pricing Supplement. 

Purchaser : WaMu Asset Acceptance Corp., a Delaware corporation, and all successors in interest pursuant to Sections 6.1 and 7.8 
hereof. 

Rate Ceiling : With respect to any ARM Loan, the maximum per annum Mor^ge Interest Rate permitted under the related Mortgage 
Note, 

Rate Floor : With respect to any ARM Loan, the minjmum per annum Mortgage Interest Rate, if any, permitted under the related 
Mortgage Note. 

Rating Agenci es: Each nationally recognized statistical rating organization that has rated (he related Certificates at the request of the 
Purchaser. 

Reacquired Mortgage Loa n: A Mortgage Loan for which another Mortgage Loan is substituted pursuant to and in accordance with the 
provisions of Section 2.4 or 3,3, 

Recognition Aereement : With respect to a Cooperative Loan, the recognition agreement between the Cooperative and the originator 
of such Cooperative Loan. 

Recording Doemnents : With respect to each Mortgage Loan, the original recorded Mortgige relating to such Mortgage Loan and any 
intervening assignment thereof required to be included in *e Mortage File with evidence of recording thereon (or a copy of such 
original Mortgage or intervening assignment ccrlificdby the applicable recording office) (which may be in electronic form). 

Repurchase Price : With respect to any Mort^ige Loan to be repurchased by a Seller pursuant to Section 2,4 or 3.3, an amount equal 
to the Sian of (i) the Principal Balance tbereofasofthedate of repia-chase, (ii) one month's interest at the applicable Net Rate on an 
amount equal to the sum of (A) such Principal Balance and (B) the aggregate amount of all principal due but unpaid under the terms of 
the related Mortgage Note to the extent not covered by an advimee by the Servicer pirsuant to the related Pooling and Servicing 
Agreement, (iii) the agg-egate amoimt of all principal and interest due but unpaid under the terms ofthe related Mortgage Note 
(whether or not covered by an advance by the Servicer pursianl to the related Pooling and Servicing Agreement), (iv) the aggregate 
amount of ail unreimbtesed advances of reimbursable expenses made by the Servicer with respect to such Mortgage Loan pursuant to 
the related Pooling and Servicing Agreement and (v) all costs and damages irreurred by the Purchaser or its transferee in connection 
with any violation by such Mortgage Loan of any predatory arel abusive lending laws, to the extent .such costs and damages result from 
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a breach of the representation and warrant)' made by sucdi Seller pursuaitt to Section 3.1 (vij);/>rovfiie£f, however, that to the extent that 
such costs and damages constitute a set-off against the principal ^ance of tite Mortgage Loan, such costs and damages will not be 
paid pursuant to this clause (v), and the amount paid pnirsuant to ciaise (i) above will be calculated without regard to S(K:h set-off. 

ROV Mortgage Loan : A Mortgage Loan withrespeclto which the value set fiwlh on the appraisal has been appealed and, as a result, 
an internal valuation has been conducted and included in a residotial appraisal review contained in the related credit file. 

Sale : The sale of Mortgage Loans by the Purchaser to a Tnst pursuant to a Poolii^and Servicing Agreement. 

Security Agreement : With respect to a Cooperative Loan, the ag-eonent or mcH^ge creating a security interest in favor of die 
originator of the Cooperative Loan in the related Cooperative S^k. 

Seller : Each of Washin^n Mutual Bank and Washii^on Mutual Bank fib, arei its respective assigns and successors in interest 

Seller Officer’s Certificate : A certificate sigted by the Chairman oftiie Beard, the President, any Vice President or the Treasiffer of 
the applicable Seller 

Seller's Infonmtion : As defined in Section 6.2(a). 

Servicer : .As defined in the related PooHr^ and Servicii^ Ag-eemeM. 

Servicing Fee Rate : With respect to each Mortgage Loan, the peremage set fiirth as such for such Mortgage Loan i n the Mortgage 
Loan Schedule, 

Streamlined Mortgage Loan : A Mortgage Loan ori^naied in connection with the refinance of a mortgage loan pursuant to the 
streamlined loan documentation program then in effect of the related Seller. 

Substitute Mortgage Loan : A Mortage Loan dial is substituted for another Mor^ge lu^an pursuant to and in accordance with the 
provisions of Section 2.4 or 3.3. 

Substitution Price : With respect to ail Reacquired Mortgage Loans for which Substitute Mor^ge Loans are substituted by a Seller 
on a specific date pursuant to Section 2.4 or 3.3, an amount equal to the siffnof(i) thee>toess, if any, of the aggregate Principal 
Balance of foe Reacquired Mor^ge Loans over the aggreg 3 te Principal Balance of foe Substitute Mortgage Loans, in each case, as of 
the date of sifostitution, (ii) one month’s imerest at the weighted average Net Rate for the Reacquired Mortgage Loans on an amount 
equal to foe sum of (A) the excess amount described in clause (i) above and (B) the ag^egate amount of all principal due but unpaid 
on the Reacquired Mortgage Loans under the terms of the related Mortgage Notes to the extent not covered by an advance by the 
Servicer pursuant to the related Pooling and Servicing Agreement, (iii) the aggre^te amount of all principal and interest due bid 
unpaid on the Reacquired Mortgage Loans under foe terms of the related Mortage Notes (whether or not covered by an advance by 
the Servicer pursuant to the related Pooling and Servicing Agreement), (iv) foe aggregate amount of ail unreimbursed advances of 
reimbursable expenses made by foe Servicer with respect to such Reacquired Mor^ge Loans pursuant to the related Pooling and 
Servicing Agreement and (v) the aggregate amount of all costs and damages incurred by the Purchaser or its transferee in connection 
with ar^ violations by such Reacquired Mortgage Loans ofany predatory and abusive lendit^ laws, to the extent such costs and 
damages result from a breach of foe representation and warranty made by such Seller pursuant to Section 3.1 (vii); provided, however, 
that to the extent that such costs and damages constitute a set-off a^insl the principal balance of foe related Reacquired Mortgage 
Loan, such costs and damages will not be paid pursuant to this clau.se (v), and foe amount paid pursuant to clause (i) above will be 
calculated without regard to such set-off. 

Term Sheet : A term sheet with respect to the Mortgage Loans purchased by the Purchaser from a Seller on a Closing Date, in 
substantially the form attached hereto as Exhibit B. 

Trust : The trust created in coreiection with the related Pooling and Servicing Agreement 
Trustee : As defined in the related Pooling and Servicing Agreement. 

Underwriting Standards : For each Mort^e Loan, the underwriting standards ^plicableto the origination of such Mortgage Loan, 
VA; The Department of Veterans Affairs (formerly known as the Veterans Admirustration) and any successor thereto, 

ARTICLE 2. 

SALE AND CONVEYANCE OF MORTGAGE LOANS 
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PAVTVIENT OF PURCHASE PRICE; 

DELIVERY OF MORTGAGE FILES; 

Section 2. ! . Sale and Conveyance of Mortg^ Loans; P^roent of Piachase Price 

(a) On each Closing Date, upon the receipt of the applicable Pirchase Price, each Seller that is selling Mor^ge Loans to the 
Purchaser on such Closing Date shall deliver to the Pdchaser a Term Sh«t and a Confidential Pricing Si^jpiement with respect to the 
Mortgage Loans sold by such Seller. As set forth in such Term Sheet, each Seller sells, transfers, assigns, sets over, and conveys to 
the Purchaser, withoLtt recourse, biR subject to the representations, warrarties, terms and provisions of this Agreement and such Term 
Sheet, all the ri^t, title, and interest of such Seller in and to the Mor^ge Loais described in the Mortg^tge Loan Schedule attached to 
such Term Sheet. 

(b) In payment of the purchase price for each oftiie Loam ptasuant to Section 2.1(a) and the applicable Term Sheet, and 

ipon the terms and conditions of this AgreemenLontiierelaledClosir^Date tic Purchaser shall pay to toe applicable Seller or 
Sellers by wire transfer of immediately available funds the applicable Piffchase Price for each Mortgage Loan purchased on such 
Closing Date. 

(c) As of each Closing Date, the Purchaser shall own and be oititled to receive with respect to each Mortgage Loan purchased on 
such Closing Date all Monthly Payments due after toe aj^licabie CiS-OfFDate, and all otoer payments and recoveries of principal and 
interest received on or after such Cto-OffDaie, other tim payments that were due on or prior to such Cut-OffDate. 

(d) On or before each Closing Date, toe applicable Seller or Sellers shall deliver to the Purchaser with toe related Term Sheet toe 
related Mortgage Loan Schedule, which shall be in hard copy or “read-only” electronic format (as reasonably acceptable to such 
Seller and the Purchaser). 

Section 2.2, Delivery of Mortgage Files 

Each Seller shall deliver or cause to be delivered to the Ptffchaser or ite designee (which may be a Custodian), with respect to each 
Mortgage Loan sold by such Seiler hereunder, onor iwforetite related Closit^ Date, at such Seller’s expense, each oftoe itetm or 
documents with respect to such Mortgage Loan required to be included in the Mortgage File pursuant to the definition thereof 

Section 2.3. Recordation of Mortgages and Assignments of Mortgages 

With respect to each Mortgage Loan (otoer than any ^^o^tgagc Loan for which a Payoffhas been made after toe related Cut-Off Date 
and prior to toe related Closii^Dale), in instances where, due to a delay on toe part oftoe recording office, any Recording 
Documents are not included in toe Mortgage File delivered to the Purchaser or its designee on or before the related Closing Date, toe 
applicable Seller shall transmit the Recording Documents to the Purchaser or its desigtee within 270 days after the related Closing 
Date, In instances where, due to a delay on the pan oftoe recording office where any such Recording Documents have been delivered 
for recordation, the Recording Documents cannot be delivered to toe Purchaser or its designee within 270 days after such Closing 
Date, such Seller shall deliver to the Purchaser or its designee within such time period a Seller Officer's Certificate stating the dale 
by which such Seller expects to receive such Recording Documents from toe applicable recording office. In toe event that Recording 
Documents have stili not been received by such Seller and delivered to toe Pia-chaser or its designee by toe date specified in its 
previous Seller Officer's Certificate delivered to the Purchaser or its designee, such Seller shall deliver to the Purchaser or its 
designee by such date an additional Seller Officer’s Certificate stating a revised date by which sxh Seller expects to receive toe 
applicable Recording Documents, This procedure shall be repeated until toe Recording Documents have been received by such Seller 
and delivered to the Purchaser or its dcsigtee. 

Section 2.4. Repurchases of and Substitirtions for Defective Mortgage Loans 

(a) Upon receipt of notice from the Purchaser that ary document, required to be included (pursuant to the definition of “Mortgage 
File") in the Mortgage File delivered to toe Purchaser or its designee with respect to a Mortgage Loan sold by a Seller iBreunder, 
was not included toerein or has not been execiaed, such Seller stall correct or cure such defect witoin 60 days from toe date such 
Seiler receives notice thereof or, ifsuchdefect cannot be corrected or cired within such 60-day period, such Seller stall, not later 
than the expiration of such 60-day period, either (a) repurctase such Mortage Loan from the Purchaser or its transferee at toe 
Repurchase Price or (b) witoin the three-month period commencing ort the related Closir^ Date (or witoin the Two-year period 
commerKingon such Closing Date if toe related Mortgage Loan is a “defisetive obligation” within the meaning of Section 8600(a) 
(4)(B)(ii) oftoe Code and Treasury Regulation Section 1.860G-2(f)), substitute for such Mortgage Loan one or more Substitute 
Mortgage Loans each of which is a “qualified replacement mortgage” (as defined in the Code); provided, however, that in the event 
that such defect consists solely oftoe feilire of such Sell w to delivCT ai^ Recording Document with respect to such Mortgage Loan, 
due to a delay on the part of toe recording office, then such Seller shall not be required to repurchase or substitute for such Mortgage 
Loaa ff such defect would cause the Mortgage Loan to be other than a “qualified mort^i^” (as defined in the Code), then 
notwithstanding the previous sentence, the repiffchase or substitidon must occiff witoin the sooner of(i) 90 days from toe date the 
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defect was discovered by such Seller, the Purctaser or other party to fte related Pooling and Servicing Agreement or (ii) in the 
case of substitution, two years from the related Gosit^Date. 

(b) Any number of Substitute Mortgage Loans may be sidrstituted for 319 mstfoer of Reacquired Mortgage Loans, subject to the 
limitations described in the next sentence. With respect to the Mortage Loaie substiPHed on any date, (i) the a^egate Principal 
Balarce of the Substitute Mortgage Loans shall not erseed foe ag^eg^te Principal Balance of the Reacquired Mortgage Loans, (ii) 
each Substitute Mortgage Loan shall mature no later than, and not more dan two years earlier than, foe weighted average date of 
maturity of foe Reacquired Mortgage Loans, (iii) each S^dtute Mortgage Loan shall have a Currerrt Loan-to- Value Ratio equal to or 
less than the weighted average Current Loan-to- Value Ratio of foe R^cquired Mortage Loans, (iv) each Sifostitute Mor^ge Loan 
shall have a Mortgage Interest Rate on foe date of substitution equal to or no more foan 1 percentage point greater foan the weighted 
average Mortage interest Rate of the Reacquired Mortgage Loans, (v) if foe Reacquired Mortgage Loans do not provide for any 
payments of principal during an initial period, each Substifrtfe Mortgage Loan also shall not provide for payments of principal during 
such initial period and (vi) if foe Reacquired Mortg^ Loans are ARM Loans, then each Substitute Mortgage Loan shall (1) if 
applicable, have an Initial Interest Rate Adjustment Date occinii^ cat ^^roximately the same date a.?, but not earlier than, the 
wei^ted average Initial Interest Rate Adjustment Date of foe Reacqiured Mcwlgagc Loans and interest rate adjustments thereafter at 
the same frequency as the Reacquired Mortage Loans, (2) if^^licable, have a Mar^n, Rate Ceiling and Rate Floor equal to or 
greater fran foe wei^ted average Margin, Rate Ceiling and Rate Floor of foe Reacquired Mortgage Loans, (3) have foe same terms 
(ofoerthan the terms referenced in clauses (I) and (2) above) for adjustii^ foe Mortage Interest Rate as foe Reacquired Mortgage 
Loans and (4) if applicable, have the same terms for adjustii^ the amoisit of the rranimum iranthly payment as the Reacquired 
Mortgage Loans, Furthermore, the applicable Seller shall be deemed to have made as of foe date of substitution the representations 
and warranties set forth in Section 3, 1 as to such Substihite Mortgage Loan (except tlat references to “Closing Date" and “Cut-Off 
Dale” in such Section 3.1 shall be deemed to be references to foe date of substittdion). In addition, a Substitute Mortgage l^an shall 
not be a Hi^Cost Loan or Covered Loan (as such terms are defined in the Standard & Poor's LEVELS® Glossary in effect on the 
date of substiliKion, with such exceptions foereto as foe Purchaser and Standard & Poor’s Ratings Services may reasonably agree). A 
Substitute Mortgage Loan may be substituted for a defective Mortgage Loan that is itself a Substitute Mortgage Loan. 

(c) In connection with the substitution of orte or more Substitute Mortgage Loans for one or more Reacquired Mortgage Loans on 
arty date, foe applicable Seiler shall pay to the Purchaser foe Sifostitubon Price for such Reacquired Mortgage Loans. 

(d) Concurrently with each such substitution, the applicable Seller shall deliver to and deposit with, or cause to be delivered to and 
deposited with, foe Purchaser or its desigtee the Mortgage File for each Substitute Mortgage Loan. Upon such substitution, the 
Substitute Mortgage Loan shall be subject to the terms of this Agreement, to the extent applicable (including, without limitation, the 
Seller's obligations with respect to foe Substitute Mortgage Loan pursuant to tWs Section 2.4 and Sections 2.3 and 3.3). The Seller 
and foe Purchaser shall amend foe Mortgage Loan Schedule in a timely fashion to delete all repurcha.sed Mortgage Ixtans and 
Reacquired Mortgage Loans and add alt Substitute Mortgage Loans, 

(e) The applicable Seller shall pay any Repurchase Price or Substitution Price by such method as is specified by the Purchaser in 
writing. 

(f) With respect to each repurchased Mortgage Loan or Reacquired Mortgage Loan, the applicable Seller shall own and be entitled 
to receive all scheduled payments due after foe date of repurchase or substitution, as applicable, any Curtailments received in or after 
foe calendar monfo of repurchase or substitutiort, as applicable, and any Payoff received after the 14th day of foe calendar month of 
repurchase or substitutiorv as applicable; and with respect to each Substitute Mortage Loan, the applicable Seller shall own and be 
entitled to receive all payments due under the related Mortgage Note on or before foe date of substitution. Any such payments 
received by the Purchaser or its transferee shall promptly be retnioed by foe Purchaser to such Seller, With respect to each Substitute 
Mortgage Loan, foe Purchaser shall own and be entitled to receive all scheduled payments due after foe date of repurchase or 
substitution, as applicable, any Curtailments received in or after foe calendar month of repurchase or substitution, as applicable, and 
any Payoff received after foe 14th day of the calendar month of repurchase or substitution, as applicable. Any such payments received 
by the applicable Seller shall promptly be remitted by the Seller to the Purchaser or its transferee. 

(g) Upon receipt by the Purchaser ofthcRepiffchase Price or the Substitution Price, as applicable, and (in the case of a substitution 
for a Mortgage Loan pursuant to this Section 2.4 or Section 3.3) i?>on receipt by the Purclmer of such instruments of transfer or 
assignment, in each case without recourse, as shall be necessary to vest in foe Purchaser tide to any Substitute Mortgage Loan, U>e 
Piffchaser shall release to the applicable Seller foe Mortgage File for the repurchased Mortage Loan or the Reacquired Mortage 
Loan, as applicable, and shall execute and deliver such instruments of transfer or assignment, in each case without recourse, as shall 
be necessary to vest in such Seller title to such Mortgage Loan. 

(h) Each Seller shall pay all costs and expenses incurred in connection with any repurchase or substitution by such Seller nade 
pursuant to tWs Section 2.4 or Section 3.3. 

(i) It is understood and agreed that foe obliptions of a Seller set forth in this Section 2.4 constitute the sole remedies available to 
the Purchaser or its transferee respecting such Seller’s failure to inciirie in the Mortgage File for a .Mortgage Loan sold by such Seller 
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the documents required to be included thereirL 


ARTICLES. 

REPRESENTATIONS AND WARRANTIES OF 
THE SELLERS CONCERNING THE MORTGAGE LOANS; 

REPURCHASE OR SUBSTTrUTION OF MORTGAGE LOANS 

Sections.!. Seller Represertations and Warranties Concemii^ the Mortgage Loans 

Each of the Sellers hereby, severally and not jointly, rejweserte and warrants to and coven^ts to and agrees with the Purchaser that, 
as to each Mortgage Loan sold by such Setter hereunder, as of fltt related Cut-Off iBtless otherwise indicated, subject in all 
cases (including, without limitation, clauses (iv), (n) and (xviii)) to such exceptions, if ai^', as are set forth on Schedule ID to the 
related Term Sheet: 

(i) The information set forth in the Mortgage Loan Schedule delivered on tiie Closing Date was true and correct in all 
material respects at the dale or dates respecting which such infonnation is ftrnished; 

(ii) As of the Closing Date, each Mortage relating to a Mortg^ Loan that is not a Cooperative Loan is a valid and 
enforceable (except as such enforceabili^ may be lintited bylaws affectit^ the enforcement of creditors’ ri^ns generatiy and 
principles of equity) first lien on an uncncimibered estate in fee sinple or (if the related Mortgage Loan is secured by the interest of 
the Mortgagor as a lessee under a ground lease) leasehold estate in the related Mortgaged Property subject only to (a) liens for 
current real property taxes and special assessmerte; (b) covenarts, conditions and restrictions, ri^ts of way, easements and other 
matters of public record as of the date of recording such Mortgage, such exceptions appearing of record being acceptable to mortgage 
tending institutions generally or specifically reflected in the appraisal obtained in connection with the origination of the Mortgage 
Loan; (c) exceptions set forth in the title insurance policy relatit^ to such Mortage, such exceptions being acceptable to mortgage 
lending institutions ^neraJly; and (d) other matters to which like properties are commonly subject which do not materially interfere 
with the benefits of the security intended te be provided by the Mor^ge; 

(iii) immediately upon the transfer and assigyunent conteitplated herein, the Purchaser shall have good title to, and will be 
the sole legal owner of. each Mortpge Loan, free and clear of any encanbrance or lien (other than any lien under this Agreement); 

(iv) • Except as set forth on Schedule III to the Term SheeL if applicable, as of the day prior to the Cut-Off Date, all payments 
due on each Mortgage Loan had been made and no Mortgage Loan had been delinquent (i.e., was more than .30 days past due) more 
than once in the preceding 12 months and ar^ such delinquency lasted for no more than 30 days; 

(v) As of the Closing Date, there is no offset, defense orcounierclaim to any Mor^gc Note, including the obligation of the 
Mortgagor to pay the unpaid principal (h interest on such Mortgage Note, except to the extent that tite Buydown Agreement for a 
Buydown Loan forgives certain indebtedness of a Mortgagor; 

(vi) As of the Closing Date, each Mortgaged Property is free of damage and in good repair, ordinary wear and tear excepted; 

(vii) Each Mortage Loan at the time it was made complied with all applicable local, stale and federal laws, including, 
without limitation, usury, equal credit opportunity, disclosure and recording laws, are! predatory and abusive iendirtg laws applicable 
to the originating lender; 

(viii) Each Mortgage Loan was originated by (a) the Seller, (b) a savings association, savings bank, bank, credit union, 
insurance conpany or similar instinition which is supervised and exantined by a federal or state autitority or (c) a mortgagee 
approved by the FHA; 

(ix) As of the Closing Date, each Mortgage Loan that is not a Cooperative Loan is covered by an ALTA form or CLT.A form 

of mortgagee title insurance policy, or other formofpolicy of insurance acceptable to Faratie Mae or Freddie Mac as of the 
origination date of such Mortgage Ij)an, wWch has teen issued by, and is the valid and binding obligation of, a title insurer whicK as 
of the origination date of such Mortgage Loan, was qualified to do business in tiie stale in which the related Mortgaged Property is 
located. Such policy insures the originator of dw .Mortage Loan and its successors and assigns as to the first priority lien of the 
Mortgage in the ori^nal principal amount of the Mortage Loan stejeetto the exceptions set forth in such policy. Such policy is in 
full force and effect and inures to the benefit of the Purchaser i^on the consummation of the transactions contemplated by this 
A^eement and no claims have been made under such policy, and no prior holder of frte related Mortgage, including the Seller, has 
done, by act or omission, anything which would impair the coverage of such policy; 
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(x) Except as set forth on Schedule III to ttie Term Sheet, ifa|:^licable,each Mor^ge Loan with both (a) an Original 
Loan-to-Value Ratio and (b) a Current Loan-to-Valie Ratio inexcras of 80% was covered, as of the Cut-Off Dae, by a Primary 
Insurance Policy or an FHA insurance policy ora VA ^anaSy, and stjch policy or guaranty is valid and remains in full force and 
effect; 

(xi) The Mortgage Note related to (a) tach Loan (other than a Cooperative Loan) requires the related Mortgagor to 

maintain a policy of hazard insurance, witli extended coverage in an amount wNch is not less dianthe original principal balance of 
such Mortgage Loan, except incases in which such orignal princip^ balance ejtoeeds the value of the improvements to die 
Mortpged Property, and (b) each Mortgage Loan (other tfian a Coopwaiive Loan) wife respect to which any part of any improvement 
to the related Mortgaged Property is located in a federally designated special flood hazard area and in a corrmiunity which 
participates in the National Flood Insurance Program at ^ time ofori^imtionofsuch Mortgage Loan, requires the related Mort^gor 
to rraintain a policy of flood insurance; 

(xii) As of the Closing Date, all taxes, goverranenta! assessment, insirance premiums, leasehold payments or ground rents 
that have become due and payable w-ith respect to each Mor^p^ Property have been paid or an escrow of funds sufficient to pay 
them has been established; 

(xiii) As of the Closing Date, each insurer issuing a Prinary Insurance Policy holds a rating acceptable to the Rating Agencies; 

(xiv) Each Mortp^ {exclusive of any rid^s thereto) "was docunented tty appropriate Fannie Mae/Freddie Mac mortgage 
itistrumsnts in effect at tiie time of origination, or other iretrumenls ^proved by the Seller; 

(xv) As of the Closing Date, the Mortgaged Property secirii^ each Mortpge relating to a Mortgage Loan that is not a 
Cooperative Loan is improved with a one- to four-femily dwelling urat, including imits in a duplex, triplex, fourplex, condominiian 
projecL townhouse, a planned unit developmers or a de miruntis planned unit development; 

{xvi) As of the Closing Date, each Mortgage and Mor^ge Note is the legal, valid and binding obligation of the maker thereof 
and is enforceable in accordance with its terms, except only as such enforceability may be limited by laws affecting foe enforcement 
of creditors’ ri^tts generally and principles of equity; 

(xvii) As of the data oforignation, as to Mortgaged Properties which are units incoixJominiums or planned unit developments, 

all of such units met the applicable Underwriting Standards, are located in a condominium or planned unit development projects 
which have received Fannie Mae or Freddie Mac approval, or are approvable by Faivue Mae or Freddie Mac or have otherwise 
been approved by the Seller; 

(xviii) Except as set forth on Schedule 111 to the Term Sheet, if applicable, no Mortgage Loan is a Buydown Loan; 

(xix) Prior to origination or refinancing, an appraisal of each Mortgaged Property was made by an appraiser on a form 
satisfactory to Fannie Mae or Freddie Mac; 

(xx) The Mortgage Loans have been underwritten substantially in accordance with the applicable Underwriting Standards; 

(xxi) All of foe Mortgage Loans have doe-on-sale clauses; however, foe due on sale provisions may not be exercised at the time 
of a traasfer if prohibited by taw or foe terms of the related Mortage Note; 

(xxii) Tl« Seller used no adverse selection procedures in selecting the Mortage Loans from among the outstanding mortgage 
loans of the same type orignated or purchased by it which were available for sale to the Purchaser arvd as to which the 
representations and warranties in this Section 3.1 coidd be made; 

(xxiii) If such Mort^^ Ijcan is a Cooperative Loan, the Cooperative Stock that is pledged as security for the Cooperative Loan 

is held by a person as a tenant-stockholder (as defined in Section 216 of the Code) in a cooperative housing corporation (as defined 
in Section 2 1 6 of the Code); 

(jodv) ifsuchMonga^ Loan is a Cooperative Loan, it is secin-ed by a valid, subsistit^ and enforceable (except as such 
enforceability may be limited by laws affecting the cnforcemem of creditors’ rights generally and principles of equity) perfected first 
lien and seci^ity interest in the related Cooperative Stock, subject only to (a) liens of the Cooperative for unpaid assessments 
representingthe Mortgagor’s pro rata share of the Cooperative’s payments for its blanket mortgage, current and future real property 
taxes. insurarKe prerruums, maintenance fees and other assessments to which like collateral is corrmonly subject, and (b) other 
matters to which like collateral is commonly s^jcct which do nc4 materially interfere with the benefits of the security intended to be 
provided by the .Secirity A^eemenl; 
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(xxv') With respect to any Mortpge Loan as to which an affidavit has been delivwed by the Seller to the Purchaser or its 
assignee certifyingthat the original Mortgage Note is artestroyedMor^ap'Note, if such Mortpge Loan is subsequently in default, 
the enforcement of such Mortpge Ijoan or of the related Mortage will tic* be materially adversely affected by the absence of toe 
original Mortpp Note {or portion thereof, as applicable); 

(xxvi) Each Mortpge Loan constitutes a “qualified mort^e” under Section 860G(a)(3KA) of the Code and Treasury Repiation 
Section i.860G-2(a)(l), (2), (4), (5), (6),(?) and (9), withcK* reliance c«i the provisions of Treasury RegiJation Section L860G- 
2(a)(3) or i,860G-2(f)(2) or any other provision that would allow a Mortgage Loan to be treated as a “qualified mortpge” 
notwithstanding its failure to meet the requirements of SecticMi 860G(aX3XA) oftiie Code and Treasury Replation Section 1 -860G- 
2(a)(1), (2),{4),(5), (6). (7) and (9); 

(xxvii) >10 Mortgage Loan is a High CostCovered Loan, and no Mor^ge Loan ori^nated during the period of October 1, 2002 
throu^ March 6. 2003 is governed by the Georga Fair Lendir^ Ac^ 

(xxviii) No Mortpge Loan is subject to the Home Ownership and Equity Protection Act of 1994 or Section 226.32 of Regulation Z, 
is a “high-cost” loan or a “predatory” loan as defined laider any state or local law or regulation applicable to the originator of such 
Mortpge Ivoan or w'hich would result in liability to toe purchaser or assipee of such Mortgap Loan under any predatory- or abusive 
lending law, or, without iirrvtingthe generali^- ofthe forepii^ is a “covered” loan under the laws of the states of California, 
Colorado or Ohio; and 

(xxix) No Mortgage Loan has a Oosir^ Date Loan-to- Value Ratio peater than 100%. 

Section 3.2. Additional Seller RepresentalioiB and Warraisies 

Each of the Sellers hereby, severally and no! jointly, represents and warrants to toe Purchaser as to such Seiler as of each Closing 
Dale on which such Seller sells Mortpp Loans bwcunder, and wito respect to such Mortpge Loans, as of such Closing Date: 

(i) If the Seller is Washin^on Mutual Bank, the Seller is a federal savit^ association, duly orpnired, validly existing and 

in good standing under toe laws of toe United States. If the Seller is Washirgton Mutual Bankfeb. the Seller is a federal savinp bank, 
duly orpnizsd, validly existing and in pod standing under th: laws of the United States. 

(H) Tlte Seller has all licenses necessary to carry on its business as now being conducted and is licensed, qualified and in 

good standing in the slates where the Mortppd Properties arc located if the laws of such states require licensing or qualification in 
order to conduct business of the type conducted by tiie Seller and to the extent necessary to ensure the enforceability of each Mortgage 
Itoan. The Seller has toe corporate power and atshority to hold each Mortpge Loan, to sell each Mortpp Loan, to enter into, 
execute and deliver this Agreement, the Term Sheet, the Confidential Pricing Stqjplement and all documents and instruments executed 
and delivered pursuant hereto and to perform its obliptions in accordance therewith. The execution, delivery and performance of 
this Agreement by the Seller and the consummation oftoe transactions conten^lated hereby, including, without litrutation, toe 
repurchase obliptions herein contained, have been duly and validly authorized. This Apeemem, the Term Sheet, toe Confidential 
Pricing Supplement and all other documents and instruments contemplated hereby to which toe Seller is a party, in each case assuming 
due authorization, execution and delivery by toe Purchaser, evidence the valid, binding arxl enforceable obliptions oftoe Seiler, 
subject as to enforceability, (i) to bankruptcy, insolvency, receivership, conservatorship, reorpnization, arrangement, moratorium, 
and other laws of general applicability relating to or affecting creditor’s rights, and (ii) to pnera! principles of equity, whetoer such 
enforcement is sought in a proceeding in equity or at law. All requisite corporate action has been taken by toe Seller to make this 
Apeement valid and binding upon toe Seller in accordance with its terms. 

(iii) No consent, approval, authorization, or order of any court or governmental apney or body relating to toe transactions 
contemplated by this Apeement and toe transfer of lepl title to the Mortpge Loans to the Purchaser, is required as to the Seller or, if 
required, such consent, approval, authorization, or order has been or will, prior to toe applicable Closing Date, be obtained, except 
for any recordation of Mortpges or assignments ofMonpps or filing of UCC financing statements or amendments thereto to or for 
the benefit of the Purchaser pursuant to this Apeement 

(iv) The consummation oftoe transactions conteiiplated by this Apeement, including witoout limitation the transfer and 
assignment oftoe Mortpge Loaas to the Pwchaser pursuant to ihis Apeement and the fyfiilmen! of or compliance wito the terms and 
conditions of this Apeement are in toe ordinaiy cotrse of busine-ss of the Seller and will not (i) result in toe breach of any term or 
provision ofthe charter or by-laws oftoe Seller, (ii) residt in the breach of any term or provision of, or conflict with or constitute a 
default under, or result in the acceleration of any obliption under, arty material apeement, indenture, loan or credit apeement or 
other instrument to wNch the Seller or Us property is subject or (iii) result in toe violation of any law, rule, repjlation, order, 
judgrtienL or decree to which the Seller or its property' is sitoject 

(v) There is no action, suit, proceeding or investiptionpendit^or, to the best ofthe Seller’s knowledp, threatened, apinst 
the Seller which, either in any one instara:e or in toe agpepte, is lilffily, in the Seller’s Judgment, to result, in any material inpairment 
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of the right or ability of the Seller to carry mi its business sidistarti^ly as now conducted, or which would draw into question the 
validity of this A^eement or the Mortga^ Loare, or of any action taken or to be taken in connection with the obliptions of the Seller 
contemplated herein or toerein, or which would be likely to ir^air materially the ability of toe Seiler to perform its obligations 
hereunder or thereunder. 

(vi) The Seiler is a U.S, Department of Housir^ and Urban Developntent(“HlJD'*) approved mortgagee pursuant to 
Section 203 of the National Housing Act of 1934, as amended. No evm« has occurred, including but not limited to a change in 
insurance coverage, which would make the Seller isiable to cmnily with HUD eligibility requirements or which would require 
notification to HUD. 

(vii) The Seiler is not in violation ot and the execution and delivery oftois Agreement by the Seiler and its performance and 
compliance with the terms of this Agreement will nolconsfiMeaviolationwitorespeato, any order or decree of any court or any 
order or regulation of any federal, state, municipal or goverronental a^ncy havir^ jirisdictlon over the Seller or its assets, which 
violation mi^t have consequettees that would materially and advm^Iy affect the condition, financial or otherwise, or the operations, 
of the Seiler or its asseK or might have consequences toM wt^d materially and adversely affect the performance of its obligations 
and duties hereunder. 

(viii) Upon payment of the Purchase Price by the Piffchasw, in the event that the Seller retains record title to a Mortgage, the 

Seller shall retain such record title to such Mortgage solely in trust for toe Purchaser as owner thereof 

Section 3,3, Repurchases and Substitutions in the Event of Breach of Seller Representations and Warranties 

(a) It is understood and agreed that toe represerkations and warranties set forth in Sectiorts 3.1 and 3.3 shall survive toe sale of 
Mortage Loans by each Seller to the Purchaser and shall inure to toe benefit of the Purchaser, notw'ithstanding any restrictive or 
qualified endorsement on any Mortgpge Note or assiejunenl of Mortgage. 

(b) Upon discovery by a Seller (the “Breaclui^^iler") or toe Purchaser ofa breach of an>' of the representations and warranties set 
forth in Section 3. 1 made by toe Breaching Seller (in the case of a breach of the representation set forth in clause (xxix) of Section 
3.1, as based on a determination of toe applicable Closing Date Loan-to- Value Ratio usir^such evidence as is reasonably designed to 
approximate the value of the applicable Mortgaged Property as of the related Closing Date) that materially and adversely affects the 
value of any Mortgage Loan sold by such Breaching Seller hereunder or toe interests of toe Purchaser in such Mortgage Loan, the 
par^ discovering such breach shall give pronpt written notice to the other. Any breach of the repre.sentation .set forth in clause (xxvii) 
or clau.se (xxviti) of Section 3.1 shall be deemed to materially and adversely affect the value of the related Mortgage Loan or the 
interests of toe Purchaser in the related Mortage Loan. ’Within 90 days of its discovery of breach or its receipt of notice of breach 
from the Purchaser, toe Breaching Seller shall repurchase from toe Purchaser or its trareferee the affected Mortgage Loan or 
Mortgage Loans or any property acquired in respect toercof, or substitute one or n»re Substitute Mortgage Loan.s therefor, unless it 
has cured such breach in all material respects. Any stKh repurchase or substitution shall be made in the manner and within the time 
limits set forth in Section 2.4. If such breach would cause the Mortgage Loan to be otoer than a “qualified mortgage” (as defined in the 
Code), then notwithstanding the previous sentence, toe repurchase or substitution must occur within toe sooner of(i) 90 days from the 
date the defect was discovered by such Seller, toe Purch^er or any other party to the related Pooling and Servicing Agreement or (ii) 
in the case of substitution, two years from toe related Closing Date. 

(c) It is understood and agreed that toe oblij^tioas of a Breaching Seller set forth in this Section 3.3 constitute the sole remedies 
available to the Purchaser or its transferee respecting a breach of the representations and warranties by such Breaching Seiler set 
forth in Section 3.1. 

(d) In addition to such cure, repurchase or sitostitution obli^tion, each Seller shall indeimify the Purchaser and hold it harmless 
against any tosses, damages, penalties, fine.s, forfeitures, reasonable and necessary legal fees arid related costs, judpnents, and other 
costs and expenses resulting from toe defease of any claim a^inst toe Purchaser by a third party resulting from a breach of the 
representations and warranties made by such Seller in tltis Article 3. 


ARTICLE 4. 
COVENANTS 


Sectiond.l. Cooperation 

Each of toe Sellers and the Purchaser shall coc^ratc fiilly with each other and titeir respective counsel and otlier representatives and 
advisors in connection with the steps required to be taken as part of their respective obligations under this Agreement. 


3/11/2010 8:01 f 


VerDate Nov 24 2008 08:28 Nov 29, 2010 Jkt057319 PO 00000 Frm 00880 Fmt6601 Sfmt 6601 P:\DOCS\57319.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


869 


tatp;//vv\‘.'w-,sec.g0Vf'Are-hives/-«dgar-/daWi-3 17069/000 127-727-705000807.. 


Section 4.2. Representations, Warranties, Covenants and Irriermities 

Each representarton, warranty, covenant and indenmity made to' a Seller in this Ag’eementas ofeach Closing Date shall survive the 
termination ofthis A^cement. 

Section 4.3. Delivery ofDocuments 

On the dales specified herein, each party shall deliver to the appropriate persons specified herein all docmtKnts and iastruments 
provided for hereunder. 

Section 4.4. Consents and Approvals 

Each Seller shall obtain, at its sole cost and expense, prior to each Closii^ Date, all consents and approvals required by law or 
pirsuant to contract to consianmate the &ansactions coittenplated hereby. All such consorts will be obtained without any cost or 
expense to the Purchaser and will be obtained without ai^ modification in fire terms of any of the agreements relating to the Mortga^ 
Loans or the imposition of any provisions or conditions on tfie Purchaser. 

Section 4.5. Confidentiality 

Each party understands that certain information wWch has been ftimished mkI will be fiFnished in connection with this transaction is 
confidential and proprietary, and each party agrees that, with respect to sudi information that is marked or identified as confidential 
or proprietary, such party will maintain the confidentiality of sudi information and will not without the consent of the party turnishing 
such information disclose it to others or use it except in correction with Ac transactions contemplated by this Agreement. The parties 
agree that the completed Confidential Pricirig St^plement is cerfidenti^, and tfiat the Term Sheet, this Agreement and Aeir other 
exhibits, including the Mortgage Loan Schedule, and the imderwriting guidelines of the Seller are not confidential. Information also 
shall not be deemed confidential or proprietary fw these purposes if the information is generally known in the industry concerning a 
party, if it has been disclosed to Ae other party by a Aird party, or if it is required to be disclosed by law or by regulatory or judicial 
process. 


ARTICLE S. 

CONDITIONS TO PURCHASE 

The obligations of the Purchaser to purchase any Mortgage Loans on any Closing Date are siAject to Ac satisfaction, as applicable, 
prior to or on such Closing Date (or on such other date as expressly provided for herein) of the following conditions, any of which 
rray be waived In writing by Purchaser: 

Section 5,1 . Required Documents 

On or before Ae Closing Date for the initial purchase of Mortgage Loans hereiaider, each parly hereto shall have received 
fully executed counterpart origjnals ofthis Ag-eemem. On each Closing Date, Ae Purchaser and each applicable Seller shall ftirnish 
to the other party fully executed counterpart orignals of Ac relevant Term Sheet and Confidential Pricing Supplement. 

Section 5.2, Correctness of Representations arnj Warranties 

All of the representations and warranties of Ae applicable Seiler or Sellers under Ais Agreement shall be true and correct as of such 
Closing Date (except as otherwise expressly provided for herein), and no event shall have occurred which, with notice or Ae passage, 
oftims, would constitute a default under this Agreement. 

Section 5.3, Compliance WiA Conditions 

All oAer torms and conditions ofthis Agreementto be performed by the applicable Seller or Sellers on or prior to such Closing Date 
(or such other date as expressly provided for herein) shall have been didy complied wiA and performed in all respecK, 

Section 5.4. Costs 

Each Seller shall pay all costs, fees and exper^es incirred in coimection wiA the transfer and del ivety of the Mortgage Loans sold by 
such Seller under Ais .Agreement for such Seller’s accountants, attorneys and other sen'ice providers. In addition, with respect to 
each Pooling and Servicing AgrcemenL each Seller shall, in proportion to Ae aggregate principal balance of Ae Mortgage Loans 
subject to such Pooling and Servicing Agreemert and sold by such Seller urxler Ais Agreement, (a) reimburse Ae Purchaser for all 
reasonable expenses incurred by Ae Purchaser inconnection wiA Ae issuance of the related Certificates and (b) pay to Ae Purchaser 
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a securitization fee, to be agreed upon separately. 


ARTICLE 6. 

SERVICING; SALE PURSEA-NT TO POOLING AND SERVICING AGREEMENT 
Section 6,i. Servicing A^eement; Sellers' CwiseMto Assi^snertt 

(a) On each Closing Date, the Purchaser and Washir^n Mitfual Bank shall execute an agreement (which may be a Pooling and 
Servicing Agreement) pirsuant to which (i) Washii^n Mittal BaA sttall service the Mortgage Loans purchased by the Purchaser on 
such Closing Date as provided therein and (ii) the Servicw fliereunder shall have the right to purchase such Mortgage Loans if the 
aggregate principal balance thereof is less titan a percentage sp^ifiedtierein of sttoh a^egate principal balance as of the related 
Ci4-OffDate. 

(b) Each Seller hereby consents to tite assigrenertby thePiffchaSCTtoaTnst, pursue to a Pooling and Servicing Agreement, of a!! 
of the Purchaser’ s ri^ls under (i) this Apeement, to the extort that fliis Agreement relates to Mortgage Loans transferred by the 
Purchaser to such Trust, and (ii) the Term Sheet with respect to such Mortage Loans. Each Seller agrees that its obligations 
hereunder and under the related Term Sheet may be enforcwl by tte Tnstee or the Servicer for such Trust. 

Section 6.2. Indemnification 

(a) Each of the Sellers, severally and not jointly, (i) agrees to indetmifyand hold harmless the Purchaser and the related Trust 
(each, an “Indemnified Party”), a^insi any losses, claims, damages or liabilities to which such Indemnified Party may become 
subject, under the Securities Act of 1933, as amended, or otherwise, insofar as such losses, clairns, damages or liabilities (or actions 
in respect thereof) arise out of or are based ipon any untrue slaiement of zsx^ material fact contained in the information provided by 
such Seller to the Purchaser with respect to such Seiler’s origination and underwriting criteria, the regulatory status of such Seller and 
its affiliates (other dian the Puchaser and the Trust), and the charactwistics of the Mortgage Loans sold by such Seller on the related 
Closing Date (such information, die “Seller’s Information”) and included in the prospectus or the prospectus supplement or other 
disclosure document prepared in connection with the related Sale (collectively, the “Disclosure Documents”) and (ii) will reimburse 
each indemnified Party for any legal or other expenses reasonably incurred by such Indemnified Party in connection with investigating 
or defending any such loss, claim, damage, liability or action. 

(fa) The Purchaser (i) will indemnily and hold harmless each of the Sellers apinstany losse.s, clairns, damages or liabilities to 
which such Seller may become subject, under the Securities Act of 1933, as amerxled, or otherwise, insofar as such losses, claims, 
damages or liabilities (or actions in respect thereof) (x) arise out of or are based upon any untrue statement of any material feet 
contained in any Disclosiffe Document (other than an untrue statement of material fact contained in the applicable Seller’s 
Information) or (y) arise out of or arc based t?>on the omission to state in any Disclosure Document a tmterial feet required to be 
stated tiierein or necessary to make the statements therein, in the light of the circumstances under which they were made, not 
misleading (unless such omission also constitutes an ontission to state in the applicable Seller’s Information a material fact required 
to be stated therein or necessary to make the statements therein, in (he light of the circumstances under which they were made, not 
misleading) and (ii) will reimburse each Seller for any legal or other expenses reasonably incurred by such Seller in connection with 
investigating or defending any such toss, claim, dama^, liability or action. 

(c) In connection with each Sale, (i) each of the Sellers agrees to execute an agreement pursuant to which such Seller will agree to 
indemnify each underwriter enga^ in connection with such Sale against at^ losses, claims, damages or liabilities to which such 
underwriter may become subject, under the Securities Act of 1933, as amended, or otherwise, insofar as such losses, claims, damages 
or liabilities (or actions in respect tiiereof) arise out of or are based upon any urrtrue statement of any material feet contained in the 
applicable Seller’s Information and included in any Disclosure Document, and (ii) the Purchaser agrees to make reasonable efforts to 
obtain indemnification satisfectory to the Sellers with respect to ar^ information provided by parties other than the Purchaser or an 
affiliate of the Purchaser and included in any Disclosure Document, 

ARTICLE 7. 

.MISCELLANEOUS PROVISIONS 


Section 7.1, Amendment 

TMs Ag-eement may be amended from time to time by the Sellers and the Purchaser solely by written agreement signed by the Sellers 
and the Purchaser. If any provision ofdiis Ap’eement w of a Confidential Pricing Supplement conflicts with any provision of a Term 
Sheet, the provision of such Term Sheet shall control. If airy provision of tfus Agreement conflicts with any provision of a 
Confidential Pricing Supplement, the provision of this Agreement shall control. 
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Section 7.2. Recordation of AgT-eement 

(a) To the extent necessary’ under applicable law to protect the ittferests oftoeF^chaser, tiiis Agreement or a memorandiHTi titereof 
is subject to recordation in ai! appropriate public offices ft»r re^ property records in all the counties and other corr^arable 
jurisdictions in which any or all of the Mortgaged Properties are sihated, aid in aty other appropriate public recording office or 
elsewhere, such recordation to be effected by the Seli^ ^ fte Pwchaser’s eiqiense ^>on direction of the Purchaser, 

(b) Each Seiler agrees to execute or cause to be execited sudi docianents and take or cause to be taken such actions as may be 
necessary to effect the intent of this Agreement, includii^ witboifl limitation toe execution and delivery of instruments of further 
assurance and the execi4ion and del ivery of such otoer documenS, and the takii^ of such other actions, as may be reasonably 
requested by the Purchaser, 

Section 7.3. Governing Law 

This Agreement shall be governed by and construed in accordance with toe laws of toe Slate of New York, without reference to the 
choice of law doctrine of such state (other than Section 5-1401 of toe General Obligations Law). 

Section 7,4, General Interpretive Principles 

For purposes ofthis .Agreement, ew:ept as otherwise expressly provided or lotiess toe context otherwise requires: 

(i) the terms defined in this Agreement include the plural as well as toe sin^ar, and the use of any gender herein shall be 
deemed to include the other gender; 

(ii) accounting terms not otherwise defined herein have the meanit^ assisted to them in accordance with generally 
accepted accounting principles; 

(iii) references herein to “.Articles,” “Secliore,” “Subsections,” “Parag-aphs," and other subdivisions without reference to a 
documsnt are to designated Articles, Sections, Sitosections, Paragraphs, and other subdivisions ofthis Agreement; 

(iv) a reference to a subsection without fialber reference to a Section is a reference to such subsection as contained in the 
same Section in which the reference appears, and tWs nde shall also apply to Paragraphs and other subdivisions; 

(v) the words “herein,” “hereof,” “heretoider,” and other words of similar inpon refer to this Agreement as a whole and not 
to any particular provision; and 

(vi) toe term “include” or “including' shall mean without limitation by reason of enumeration. 

Section 7.5, Notices 

All demands, notices, consents, waivers and other conmunications hereunder shall be In writing and shall be deemed to have been 
duly given If personally delivered, sent by telecopy, mailed by certified mail, return receipt reqiested and postage prepaid, or 
delivered by a nationally recognized overni^ courier, to 

(i) in the case of the Sellers: 

Washington Mutual Bank 
Washington Mutual Bank fsb 
1201 Third Avenue, WMTOSn 
Seattle, WasNngion 98101 
Attention: Gener al Counsel, 

Telephone: (206^!Jm|||B 
Telecopy: 

or such other address as may hereafter be furnished to the Pirchaser irt writing by a Seller, and 

(ii) in the case of toe Purchaser; 

WaMu Asset Acceptance Corp. 

1201 Third Avenue. WMT1706A 


= Redacted by the Permanent 
Subcommittee on invcsligaiion.s 
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Seattle, Washington 98101 
Attention: General Co unsel 
Telephone: (206) 

or such other address as may hereafter be ftrra'shed to each of the Sdlers in writii^ by the Purchaser. 

Notwithstanding the foregoing, any demand, notice, coieent, waiver or conmsucatlon may be given by any other nwans agreed to by 
the parties. 

Section 7.6. Severability ofProvisions 

If any one or more of the covenants, agreements, provision, or terms of tMs Agreement shall be held invalid for any reason 
whatsoever, then such covenants, agreements, provisions, or terms shall be deemed severable from the remaining covenants, 
agreement, provisions, or terms of this Agreement and shall in no way affect the validity or enforceabiii^' of the other covenants, 
agreements, provisions, or terms of this Agreement or the ri^ of fite parties hereunder. If the invalidity of any p^ provision, 
representation or warranty of this Agreement shall deprive any parW of flie econoituc benefit intended to be conferred by this 
Agreement, the parties shall negotiate in good faith to develop a sttuctire frie economic effect of which is as nearly as possible Ihe 
same as the economic effect ofthis Ag-eement withoa regard to such invalid)^. 

Section 7.7. Exhibits 

The exhibits to this Agreement are hereby incorporated and made a part hereof and are an integral part ofthis Agreement. 

Section 7.8. Counterparts; Successors and Assigns 

This Agreement may be executed in one or more counterparts, and by difierent parties hereto on separate counterparts, each of 
which, when so executed, shall be deemed to be an original; such counterparts, together, shail constitute one and the same a^eement. 
This Agreement shall inure to the benefit of^d be bindii^ t^on the Sellers and the Purchaser. Notwithstanding the foregoing, (a) 
none of dw Sellers shall assign its rights and obligations under ttiis Agreement withot^ the prior written consent of the Purchaser, 
which consent shall not be unreasonably wiWwld or delayed, and (b) the Purchaser may not assign its rights and obligations under 
this Agreement except (i) as provided in Section 6.1 or (ii) with the prior written consent of the applicable Seller or Sellers, which 
consent shall not be unreasonably withheld or delayed (in which case all references to the Purchaser herein shall be deemed to 
include such assignee). 

Section 7.9. Effect ofHeadings 

The headings in this Agreement are for purposes of reference only and shall not limit or otherwise affect the meaning hereof. 

Section 7,10. Other Agreements Superseded 

This Agreement supersedes all prior agreements and understandings relating to the subject matter hereof 
Section 7.1 1. Intention of the Parties 

It is the intention of the parties that the Purchaser is purchasing, and each Seller is sellir^ Mortgage Loans and not a debt instrument 
of such Seiler or other security. Accordingly, the parties hereto each intend to treat each of the transactions hereunder for federal 
iiKome tax purposes as a sale by each Seller, as applicable, and a purchase by the Purchaser, of Mortgage Loans, The Purchaser 
shall have the right to review the Mortgage Loans to determine the characteristics of the Mortgage Loans which shall affect the federal 
income tax consequences of owning the Mortg^ Loans, and the applicable Seller or Sellers shall cooperate with all reasonable 
requests made by the Purchaser in the course of such review. 

Section 7.12. Nonsolicitation 

Each Seller covenants and agrees dtal it will not take any action person^ly, by te!e|rfjone, by mail or otherwise, to solicit the 
prepayment of any Mortgage Loans by the related Mortgagors, in wMe or in part following the Closing Date with respect to such 
Mortgage Loam. Notwithstanding foe foregoing, no Seiler shall be prohibited from: 

(}) advertising its availability for tondlii^refirrancing of mortage loans ifthe Mor^ge Loans are not specifically 

targeted; 

(ii) promoting terms available for refinancing by sending letters or promotional materia! to the mortgagors of all the 
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tnotlgage loans that such Seller or its affiliates owns or sctviccs; 

(iii) prorroting terms available for refinancing)^ sendit^ letters or {Mtimotiona] materia! to the mortgagors of all the 
moitgage loans of a specific type (e.g.. convertional fi;ad-rate or convei^on^ adjustable-rate) that such Seller or its affiliates owns 
or services; 

(iv) promoting terms available for refinancing by saidirg letter ot promotional material to the mortgagors of all the 
mortage loare that fell within specific interest rate rai^s flat such SellCT or its affiliates owns or services; 

(v) providing payoff information OT otherwise coopcratii^ with individual Mortgagors who contact such Seller about 
prepaying any Mortpge Loan; or 

(vi) advising individial Mortgagors who contact such SeilCT aboii prepaying any Mortgage Loan of refinancing terms or 
streamlined origination arrangements that are available. 

In no event shall any Seller treat mortgage loans drat it holds in its own portfolio and the Mortage Loans as separate classes of 
mortgages for purposes of advertising the availability of refinancii^ terms. 

Section 7.13, Obligations ofthe Sellers 

The obli^tions and liabilities of each ofthe Sellers uvlerthis Agreement are several, and no Seller shall be responsible for the 
obli^tions of Are oilier Seller under this .Agreement. Each representation, warrawy, indeimi^ and covenant made by one Seiler 
under the Agreement is made by, or on behalf of. and wifli res{»ct to, that Seller only and not the other Seller. 

Section 7.14. Attorneys’ Fees 

If either party retains an attorney to enforce any ofthe provisiors of this Ap’eemcnt, the prevailing party shall be entitled to 
reasonable attorneys’ fees from the other party, including, without linutation, fees incurred in arbitration and in trial and appellate 
courts, fees incurred without suit, and all arbitration, cowt and accountii^ costs. 

Section 7.15, Security interest 

(a) The parties hereto intend that each transfer of a Mortgage Loan ptffsuarrt to this Agreement and the applicable Term Sheet 
constitute a sale by the applicable Seller to the Purchaser of such Mortgage Loan, including for accounting purposes, and not a 
secured borrowing. It i.s, fiirther, not the intention of the parties that any such transfer be deemed the grant of a security interest in any 
Mortgage Loan by the applicable Seller to foe Purchaser to secure a debt or other obligation of such Seller, However, in foe event 
that, notwithstanding the intent of the parties, any Mortgage Loan is held to be the property of any Seller, or if for arty ofoer reason this 
Agreement is held or deemed to create a sectrity interest inaity Mortpge Loan, then (a) tWs Agreement shall constitute a security 
agreement; and (b) the transfer provided for in this Ag-eemcni and the applicable Term Sheet shall be deemed to be a g-anl by each 
Seller to the Purchaser of, and each Seller hereby grants to the Purchaser, to secure all of such Seller’s obligations hereunder, a 
security interest in all of such Seller’s right, title, and interest, whether now owned or hereafter acquired, in, to and under: (i) the 
Mortgage Loans listed on the Mortgage Loan Schedule to each Term Sheet; (ii) all accounts, chattel paper, deposit accounts, 
documents, general intangibles, goods, iastrumems, investment property, leiter-of-creditri^ts, letters of credit, money, and oil, gas, 
and other minerals, consisting of, arising from, or relating to. any ofthe foregoing; and (iii) all proceeds ofthe foregoing, The 
Purchaser shall liave ail of foe ri^is of a sccia-ed party under the applicable Uniform Commercial Code. 

(b) Each Seller shall take or cause to be t^en such actions and execute such documents, including without limitation the filing of any 
financing statements, continuation siatemwits, and amendments to financing statements, as are necessary to perfect the Purchaser’s 
interests in each Mortage Loan, Each Seller shall file such financing statements, continuation statements, and amendments on a 
timely basis, 

(c) No later than ten (10) days following each Closing Date, each Seller shall file in the applicable jurisdictions such UCC 
financing statements covering the Mortgage Loans sold by such Seiler on such Closing Date as are necessary to perfect the 
Purchaser’s interests in such Mortgage Loans. 

Section 7, 16. Covenant Not to Place Piffchaser or Trist Into Bankruptcy 

Each Seller covenants that it shall not, until at least one year and one day after all securities issued by any Trust to which the 
PiB-chaser has transferred Mortgage Loans have been paid in Ml, lake ari>' action to file an involuntary bankruptcy petition against tlie 
Purchaser or any Trust. 
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TO WTTNESS THIS, the Sellers and the Purchaser have caused their names to be sigr^ to diis Mortgage Loan Purchase and Sale 
Agreement by titeir duly authorized respective officers as ofthc date first above written. 


WASHINGTON MUTUAL BANK 
a federal savit^ association 

'Name: Is/ Michael Parker 
Title; Senior Vice President 

WASHINGTON MUTUAL BANK fsb 
a federal savings batik 

Name: /s/ Peter Freilinger 
Title: Senior Vice President 

WaMu ASSET ACCEPTANCE CORP. 
a Delaware corporation 

Name; Is/ Thomas G. Lehmann 
Tide: First Vice President 


STATE OF WASHfNGTON ) 

)ss. 

COUNTY OF ) 


This instrument was acknowledged before me on October 25, 2005, by Michael Parker as Senior Vice President of 
Washington Mutual Bank. 


/s/ Chrisclda Landon 
{Print Name] Chriselda Landon 
Washington, residing at Seattle 
My commission expires 2*26-2007 


STATE OF WASHINGTON ) 

)ss. 

COUNTY OF ) 

This instrument was acknowledged before me on October 25, 2(K)5, by Peter Freilinger as Senior Vice President of 
Washington Mutual Bank Fsb. 


/s/ Chriselda Landon 
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[Print NfflneJ Qriselda Landon 
Wastsi^ton, residit^ at Seattle 
My coiTBiassiCHi e^tpires 2-26-2007 


STATE OF WASHINGTON ) 

) ss. 

COUNTY OF ) 

This instrument was acknowledged before me on October 25, 2005, by Thomas G. Lehmann as First Vice President ofWaMo 
Asset Acceptance Corp. 


/s/ Qffiselda Landon 
[Prirt Name] Chriselda Landon 
Washii^on, residir^ at Seattle 
My commission expires 2-26-2007 

EXHffilT A 

CONTENTS OFMORTGAGE RLE 


With respect to each Mortgage Loan, the Mortgage File shall consist of the following documents or instruments: 

(X) with respect to each Mortgap Loan that is not a Cooperative luian; 

(i) The oripnal Mortpp Note (!) endorsed (A) in blardc, without recourse, (B) to the applic^ie 
Trustee, as Trustee, without recowse, (C) to the applicable TrusL without recourse, or (D) to the Seller thereof, and all 
intervening endorsements evidencing a complete chain of endorsements from the originator to the endorser last endorsing the 
Mortgap Note, or (2) naming the Seller as payee, or, in the event of any Destroyed Mortpp Note, a copy or a duplicate 
original of the Mortpge Note, together with an original lost note affidavit from the originator of the Mortpp Loan or the 
Seller stating that the original Mortpp Note was lost, rrasplaced or destroyed, together with a copy of the Mortpge Note; 

(ii) The Buydown Agreement, if applicable; 

(iii) (1) (x) fr>e original recorded Mortpp with evidence of recording thereon for the jurisdiction in 

which the Mortgapd Property is located (which ori^nal recorded Mortpge, in the case of a MOM Loan, shall set 
forth die MIN and shall indicate that the Mortpp Loan is a MOM Loan), (y) unless the' Mortpp Loan is a MERS 
Loan or the monppe named in such Mortpge is the Seller, an original assignment of the Mortpp duly executed 
and acknowledged in recordable form (A) in blai^ (B) to the j^jplicable Trustee, as Trustee, (C) to the applicable 
Trust or (D) to the Seller, areJ (z) urdess the Mortpp Loan is a MOM Loan or the mortpgee named in such 
Mortpge is the Seller, recorded originals of all iraerverung assigrunents evidencing a complete chain of assignment 
from the originator to MERS or the party executir^ the assignment described in clause (y), as applicable; or 

(2) (x) a copy (wWch may be in elecfronic form) of the Mortpp (which Mortpp, in the case of a 

MOM Loan, shall set forfri the MIN and shall indicate that the Mortpp Loan is a MOM Loan) which represents a 
true and correct reproduction oftbe oripnal Mor^p and which has either been certified (i) on the face thereof by 
the public recording office in the appropriatejurisdiction in which the Mortgapd Property is located, or (ii) by the 
origimtor, the Seller or the escrow or tide con^ar^ which provided closing services in connection with such 
Mortpge Loan as a true and correct copy of dte original of which has been sent for recordation, (y) unless the 
Mortpp Loan is a MERS Loan or the morlgape naired in such Mortpge is tiie Seller, an original assipment of 
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the Mortgage duly executed and acknowledged in re«>rdab1e form (A) in blank, (B) to the applicable Trustee, as 
Trustee. (C) to the applicable Trust or (D) to die Seller, and (z) urdess the Mortgage Loan is a MOM Loan or the 
mortgagee named in such Mortgage is the Seller, true and correct copies, certified fay the applicable county 
recorder or by the originator or the Sell^ as described ^xive, of all interverong assi^iments evidencing a complete 
chain of assignmeiS from the ori^nator to MERS or die party cxecitfing the assignment described in clause (y), as 
applicable; 


(iv) For any Mortgage Loan that has been modified or anended, the origina! instrument or instruments 

effecting such modification or amendmeid; 

and (Y) with respect to each Coopierative Loaiu 


(i) the origina! Mortgage Note (I) «idors^ (A) in blartk, without recourse, (B) to the applicable 
Trustee, as Trustee, without recourse, (C) to the ^ipHcable Trust, without recourse, or (D) to the Seller thereof, and all 
intervening endorsements evidencing a con^lete chain of endorsements from the oripnator to the endorser last endorsing the 
Mortage Note, or (2) naming the Seller ^ payee, or, in the evert of Destroyed Mortgage Note, a copy or a duplicate 
origina! of the Mortgage Note, together with an ori^na! lost note affidavit frOTn the originator of the Cooperative Loan or the 
Seller, as applicable, stating that dre original Mortgage Note was lost, misplaced or destroyed, together with a copy of the 
Mortgage Note; 

(ii) A counterpart of the CoopCTative Lease and the Assignment of Proprietary Lease; 

(iii) The Cooperative Stock Cmificate, toother widi an undated stock power or other similar instrument 
execrted in blank; 


(iv) The Reception Agreement; 

(v) The Security Agreemera; 

(vi) Copies of the original UCC financing statemert, and any continuation statements or amendments 
tiiereof, each with evidence of recording thereof, perfecting the security interest p-anted under the Security Agreement and 
die Assipimenl of Proprietary Lease; 


(vii) Unless the Seller was the orignator of the Cooperative Loan, copies of the filed UCC assignments or 
amendments of the UCC financing statements described in clause (vi) above showing an unbroken chain of assignments from 
the originator to the applicable Tnet, the applicable Trustee or the Seller, each with evidence of recording thereof; 

(viii) Unless the Seller was the originator of the Cooperative Loan, executed assignments of the Interest of 
the originator in the Security Agreemertt, the Assignment of Proprietary Lease and the Recognition Agreement, showing an 
unbroken chain of assignments from the ori^nator to the applicable Trust, the applicable Trustee or the Seller; and 

(ix) For any Cooperative Loan that has been modified or amended, the original iastrument or iastruments 

effecting such modification or amendment. 


EXHIBIT B 

TERM SHEET 


This Term Sheet (this " Term Sheet ”) is dated , by Washington Mutual Barfc ffsbj, Ja federal saving association) [a federal 

savings bank), as seller (the ‘‘ Seiler "), and WaMu Asset Acceptance Corp., a Delaware corporation, as purchaser (the ‘‘ Purchaser ’’). 

This Term Sheet is entered into pursuant to the terms and conditions of the Mortgage Loan Purchase and Sale Agreement (the 

‘‘ MLPA ’’). dated as of( ], 2005, among WasWn^onMrtua! Bank, Washington Mrtual Bank fsb and the Purchaser. All 

capitalized terms shall have the meanings ascribed to them in the MLRA, urtess otherwise defined herein or in the Confidential 
Pricing Supplement. In the event of any ifteonsistency Itetwcen 6«s Term Sheet and either the MLPA or the Confidential Pricing 
SuppIcmenL the terms oftliis Term Sheet shall ^vem; and in the event of any inconsistency between the MLPA and the Confidential 
Pricing Supplement, the terms of the MLPA shall gjvem. 
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The Purchaser hereby purchases froni the Seli«, and tte SeUer hereby sells to fie Purchaser, a!! of the Seiler's ri^ titie and interest 
in and to the Mortgage Loans described on the Mortgage Loan Schedule attached hereto as Schedule 1 (the “ Seller Mortgage l.xjans "') 
in accordance with the terms of the MLPA., as si^plemented and amended Term Sheet and the Confidential Pricing 
Supplement, 


1. Definitions 

For purposes of this Term Sheet, the following tenre stell have file followii^ mearangs: 


Ap-m-ftpate Cut-OfTDate 
Princioai Balance of the 
Morteaee Loans; 




Certificates: 

Washinjton Mtttua! Mor^^ Pass-Hwough Certificates, [INSERT Series name 



Closine Date; 




Custodian: 




Cuf^OfFDate: 




Hich Cost'Covered Loan: 

A High Cost Loan or a Covered Loan, as such terns are defined in the Standard & Poor's 

LEVELS® Glossary in effect on the Closing Date, which is Version [ ], applicable portions 

of which ^ attached hereto as Schedule fl 



Mortaaee Loan Tvoe: 




Poolins and Servicine 
Aereement: 

The Pooling and Servicing Agreement dated as of , among the Purchaser, Washington 

Mutual Bank, as Servicer. , as Trustee, and . as Delaware Trustee 



Servicine Fee Rate: 

1 % for each Mortgage Loan] [A range between % and %, as set forth for each 

Mortgage Loan In the Mortgage Loan Schedule, with a wei^ited average of %] 


1 . Amendmeots to MLPA 


a, Notwithstanding anything to the contrary set forth in the MLPA, with respect to the Seller Mortgage Loans, the 
representations and warranties set forth in Section 3.1 and Section 3.2 of the MLPA shall be subject to the exceptions, if any, 
set forth on Schedule HI w this Term Sheet. 

b, Each of the following representations and warranties with respect to the Seller Mortgage Loans set forth in the indicated 
clauses of Section 3.1 or Section 3.2 oftiie NCPA is hereby deleted in its entire^: 

[ ] [No deletions,) 

c, The MLPA is hereby amended to add the following additional representations and warranties with respect to the Seller 
Mortga^ Loans; 


[ ] [No additional representations and warranties.} 

d. The fotlowir^ additional amendments are hereby made to the MLPA wifii respect to the Seiler Mortgage Loans: 

[ 3 [No additional amendments.] 

e. Except as modified here, the MLPA remairB in full force and effect 


[si^tures follow] 
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TO WITNESS THIS, the parties have caused their tames to be si^ied by their respective duly authoriad officers as of ffie date first 
written above. 


WASHINGTON MUTUAL BANK [fsbj 
[a federal savit^ association] 

[a federal savings batik] 

By: 

Title; ' 

WaMu ASSET ACCEPTANCE CORP. 
a Delaware cwporation 


By: . 
Name: 
Title; ‘ 


Acknowledgement of Trader: 

This Term Sheet accurately reflects the 
terms and conditions of the sale of the 
mortgage loans from: 


{WMBj [WMBfsb] 


to the Purchaser. 


[Si^ature page to Term Sheet for Washington Mutual Bat* ffsb) for {INSERT Series Name) ] 
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SCHEDUUE! 

MORTGAGE LOAN SCHED131X OFWASfDNCTON MUTUAL BANK (fsb) * 

* To be attached as hard copy or as diskette in “Tead-orfy” fOTimt 
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SCHEDULE n 


ANTI-PREDATORY LENDING CATEGORIZATION 


(INSERT applicable portions of the Standard & Poor's I^els® Glossary in effect on the Closing Date, similar to tiie following:] 


1. High-Cost Loan Categorization 


State/Jiffisdiction 

Name of Anti-Preifatory Lendii^ 
Law/Effective Date 

Category under Applicable 
Ajrti-Predatorv Lending Law 

Arkansas 

Arlansas Hwne Loan Prottction Act, 
Ark- Code Ann. §§ 23-53-101 si seq. 

Efective July 16, 2003 

Cost Home Loan 

Cleveland Heists, OH 

Ordinance No. 72-2003 (PSH), Mua 
Code §§ 757.01 et seq. 

Effective June 2, 2003 

Covered Loan 

Colorado 

Consumer Equity Protection, Colo. 

Stat. Am §§5-3.5-101 ei seq. 

Elective for covered loans offered 
or entered into on or after January 1, 
2003. Other provisions of the Act 
look effect on June 7, 2002 

Covered le>an 

Connecticut 

Connecticut Abusive Home Loan 
Lending Practices AcL Conn. Gen. 

Stat. §§ 36a-746 et seq. 

Effective October 1 , 2001 

High Cost Home Loan 

District ofColumbia 

Home Loan Protection .Act, D.C. 

Code §§26-1151,01 eissg. 

Effective for loans closed on or after 
January 28, 2003 

Covered Loan 

Florida 

Fair Lendit^ Act, Fla. Stat. Arm. §§ 
494.0078 et seg. 

Effective October 2, 2002 

Cost Home Loan 

Georgia (Oct 1 , 2002 - Mar 6, 

2003) 

Georga Fair Lending Act, Ga. Code 
Arm. §§7-6A-l etseq. 

Effective October 1, 2002 - March 

6, 2003 

Hi^Cost Home Loan 
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Georgia as amended (Mar 7, 2003 - 
current) 

Georgia Fair Lendii^ Act, Ga. Code 
Aim. §§ 7-^A-l ^seq. 

Eifective for loans closed on or after 
March 7, 2003 

High Cost Home Loan 

HOEPA Section 32 

Home Ownership and Equity 

Protection Act of 1994, 15 U.S.C. § 
1639, 12 C.F.R. §§ 226.32 are! 

226.34 

E^ctive October 1, 1995, 
ameiKtiriBiUs October 1, 2(K}2 

High Cost Loan 

Indiana 

Indiana Honfi Lc»n Practices Act, 

Ind. Code Ana §§ 24-9-1-1 et seq. 

Effective few loars ori^mted on or 
after January 1.2005. 

Cost Home Loan 

Illinois 

Hi^ Risk Home Loan Act, HI. 

Con^. Stat. tit 815, §§ 137/5 et seq. 

Effective Jarmry 1, 2004 (prior to 
tius dale, regulations imder 

Residemial Monga^ Ucense Act 
effecbve from May 14, 2001) 

Hi^ Risk Home Jjaan 

Kansas 

CoiBumcr Credit Code, Kaa Stat. 

Ann. §1 16a-l-101 et seq. 

Sections 16a-1*301 and i6a- 3-207 
became effective April 14, 1999; 
Section 16a-3-308a became effective 
July 1, 1999 

Hi^ Loan to Value Consumer Loan 
(id. § 16a- 3-207) and; 

High APR Consumer Loan (id. § 
168-3-308a) 

Kentucky 

2003 KY H.B. 287 -High Cost 

Home Loan Act, Ky. Rev. Stat. §§ 
360,100 ^ seq. 

Effective June 24, 2003 

Hi^ Cost Home Loan 

Maine 

Truth in l-ending. Me. Rev. Stat. tit. 
9'A, §§ 8-101 et seq. 

Effective September 29, 1995 and as 
amended from time to time 

High Rate High Fee Mortgage 

Massachusetts 

Pan 40 and Part 32, 209 C.M.R. §§ 

32.00 si seg. and 209 C-M.R. §§ 

40.01 etseq. 

Effective March 22, 2001 and 
amer^ied from time to time 

Hi ^ Cost Home Loan 

Nevada 

Assenfoly Bill No. 284, Nev. Rev, 
Stat. §§ 598D.01 0 el seg. 

Effective October 1, 2003 

HonK Loan 


New Jersey Home OwnersWp 

Security Act of 2002, N.J. Rev. StaL 
§§46;10B-22Sseg. 

Hi^ Cost Home Loan 
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New Jersey 

Effective for loans closed on or ater 
Noverafcer 27. 2003 


New Mexico 

Hotk Loan Protection Act, N.M. 

Rev, Stat §§ 58-21A-I etsea. 

Eflective as of Jaraiary 1, 2004; 
Revised as of Felnuary 26, 2004 

Hi^ Cost Home Loan 

New York 

N.Y. Baridng Law Article 6-1 

Effective fw applications made <m or 
after April 1, 2M3 

High Cost Home Loan 

North Carolina 

Restrictions and Limitations cm Hi^ 
Ct»t Hwne Loans, N.C. Gen. Stat, §§ 
24-l.lEetseq- 

Effective My 1, 20W); amended 
October 1 , 2003 (adding open-end 
lines of credit) 

Hi^ Cost Home Ixian 

Ohio 

H.B. 386 (codified in various 
sections of the Ohio Code), C^o 

Rev. Code Aim. §§ 1349.25 etseq. 

Effective kfav 24, 2002 

Covered Loan 

Oklahoma 

Consumer Credit Code (codified in 
various sections of Title 14A) 

Effective July ), 2000; amended 
effective January 1. 2004 

Subsection 10 Mortgage 

South Carolina 

South Carolina Cost and 

Coretmier Home Loans Act, S.C. 

Code Ann. §§ 37-23-10 ct seq. 

Effective for loans taken on or after 
January 1, 2004 

High Cost Home Loan 

West Virginia 

West Virgnia Residential Mortgage 
Lender, Broker and Servicer Act, W. 
Va. Code Ann. §§ 3 1 • 1 7- 1 et seg. 

Effective June 5, 2002 

West Virginia Mortgage Loan Act Loan 
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n. Covered Loan Categorization 


State/.! urisdiction 

Name of Arti-Predatwy Loiding 
Law/Effective Date 

Category under Applicable 
Anti-Prcdalorv Lendina Law 

Georgia (Oct 1, 2002- Mai 6, 

2003) 

Georga Fair Lendii^ Act, Ga. Code 
Am. §§ 7-6 A* 1 et seq. 

Covered Loan 


Effective October i, 2002 — March 6, 
2003 


New Jersey 

New Jersey Home Ownership 

Secmity Act of 2002, N.J. Rev. Stat 
§§46:10B-22«s^. 

Covered Home Loan 


Effective NoveiriMr 27, 2003 - My 
5,2004 
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SCHEDUl^Ein 

EXCEPTIONS TO REPRESENTATIONS ANB WARRANTIES OF 
THE SELLER CONGERNB^G THE MORTGAGE LOANS 


The representatiom and warranties made, pursisint to Section 3.1 of the Nfl-PA, by Washington Mutual Bank {fsb] with 
respect to the Mortgage Loans to be sold by it on the Closii^ Date are subject to the followii^ exceptions; 

INone.] 


[INSERT applicable exceptions] 


1. Section 3.1 (iv) - As of the Cut-OffDate, Mor^ge Loans with the following loan numbers were delinquent between 

and days; 

Loan Numbers: , 

2 . Section 3.1(iv) - As of the Cut-Off Date, Mortage Loans with the following loan number were delinquent more than 

once inthe preceding 12 months behveen; 

Loan Numbers: . 

3. Sectioo 3.1 (x) - Mortgage Loans with the following loan nurrrt>ers had both(i) an Original Loan-to- Value Ratio and (ii) a 

Current Loan-to- Value Ratio in excess of 80% and were not covered by a Primary Insurance Policy or an FHA insurance 
policy or a VA guaranty; 

Loan Numbers; . 

4. Section S.KxvUi) - Mortgage Loans with the following loan numbers arc Buydown Loans; 

Loan Numbers: , 

5. Section 3.1( )- [other exceptions]; 

Loan Numbers: . 
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EXHIBIT C 

CONFlDENrUL PRICING SUPPLEMENT 

This Confidential Pricing Supplement (diis '‘ Confidatfia} Pricing Supplement” ) is dated , by Washington Mutual Bard; [fsbj, 

la federal savings association! {a federal savings bank}, as seUer (the “ Selier ”). and WaMu Asset Acceptance Corp., a Delaware 
corporation, as purchaser (the “ Purchaser ’T. 

This Confidential Pricing Siqsplemsnt is entered irto pursuant to the Ictiib and conditions of toe Mortgage I-oan Purchase and Sale 

Ag-eement (toe “ MLPA ”). dated as of [ ), 2005, amoi^ Washin^n Muaial Barit, Washington Mutual Bank fsb and the Purchaser, 

as supplemented and amended by the Term Sheet (the " Term SheeP *). dated toe date hereof, between the Seller and the Purchaser ^ 
relating to [INSERT Series Name}. A!) capitalized terms shall have toe meanii^ ascribed to them in the MLPA, unless otherwise 
defined herein or in the Term Sheet, in the event of any inconsistency between the MLPA and this Confidential Pricing Supplement, 
the terms of the MLPA shall govern; and in the event of any inconsislerey between the Term Sheet and either this Confidential Pricing 
Supplement or the MLPA, toe terms of the Term Sheet shall govern. 

For purposes of this Confidential Pricing Supplement and the sale by toe Seller to toe Purchaser of the Mortgage Loans described on 
the Mortgage Loan Schedule attached as SclKdule I to the Term Sheet, toe Purchase Price Percentage shall be; . 


[signatures follow] 
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TO ViTTNESS THIS, the parties have caused ihejr nanKS to be sigied by their r«pective duly authorized officers as of the date first 
wriOen above. 


WASHINGTON MUTUAL BANK Ifsb) 
[a federal savii^ association] 

[a federal savings bank] 

By: 

Name: 

Title: 

WaMu ASSET ACCEPTANCE CORP. 
a Delaware corporation 


By; . 
Name: 
Tide: ' 


Acknowledgement of Trader: 

This ConfideDtial Pricing Supplement 
accurately reflects the teniis and 
conditions of the sale of the mortgage 
loans from: 


fWMB] [WMBfsbl 


to the Purchaser. 


[Signature page to Confidential Pricing Si^jplement for Washington Mutual Bank (ftb] for [INSERT Scries Name]] 
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EX-99-1 4 exh991to8kpsawamu07_oa3.htm 

EXHIBrr99.1 


The following Section 2 is an excerpt from the term sheet for WaMuMor^ge Pass-Through Certificates Series 2007-OA3 


2. Amendmepts to IMLPA 


a. Notwithstanding an>'thing to tlw contrary’ set forth in the MLPA, with respect to the Seller Mortgage Loans, the 
representations and warranties set forth in Section 3. 1 and Section 3.2 of the MLPA shall be subject to the exceptions, if any, 
set forth on Schedule HI to friis Tenn Sheet 

b. Each of the following representatiorB and warranties with respect to the Seller Mortgage Loans set forth in the indicated 
clauses of Section 3.1 or Section 3.2 of foe MLPA is hereby deleted in its eittirety; 

No deletions. 

c. Section 3.1 of foe MLPA is hereby amended to add the following additional representations and warranties with respect 
to the Seller Mortpge Loans: 

{x-xx) At the lime of origjtiation of foe Mortgage Loan, no improvements located on or being paxX of the Mortgaged 
Property were in violation of any applicable zorong and sifodivision laws or ordinances. 

(xxxi) The terms of the Mortg^tgeNote and the Mortgage have not been impaired, altered or modified in any 
material respect, except by a written instrument (and with respect to any impairment, alteration or modification in 
any material respect of a Mor^gc, such instrument has been recorded or is in the process of being recorded). 

(xxwi) As offoe Closing Date, there is no mechanics' lienor claim for work, labor or materia! affecting the 
Mortgaged Property. 

d. 3'he following additional amendments arc hereby made to the NfoPA with respect to foe Seiler Mortgage Loans; 

I. Section 3.1(iv)Reprcseniation, The representation and warranty in clause (iv) of Section 3,1 of the MLPA is 
hereby deleted in its entirety ai^d replaced with foe following representation and warrant: 

“(tv) Except as set forth on Schedule ill to the Term Sheet, if applicable, as oftiie Cui-OfTDate, no 
Mortgage Loan is delinquent (i.e., more than 30 days past due), and no Mortgage Loan had been delinquent (i.e., 
was more than 30 days past due) more than once in the preceding 12 months (or such shorter period as had elapsed 
from the date of origination of the Mortgage Loan by foe Seller or the other Seller or, if originated by someone 
other foan the Seller or the other Seller, from the date of acqidsition of the Mortgage Loan by the Seller or the other 
Seller) and any such delinquency lasted for no more than 30 days;’’ 

ti. Definitions of “Current Loan-to- Value Ratio” and “Original Loan-lo- Value Ratio". The definitions of 
“Current l^an-to- Value Ratio" and “Original Loan-to- Value Ratio” in Article 1 ofthe MLPA are hereby deleted in their 
entirety and replaced with foe following two definitions: 

“ Current Loan-to- Value Ratio : As used in Section 2, 4(b), the Principal Balance of a Mortgage Loan as 
ofthe applicable date of substitution divided by the Appraised Value; and as u.sed in Section 3,1, foe Cut-Off 
Date Principal BaiarKe ofaMortpge Loan divided by the Appraised Value; provided, however, lial if the 
related Mortgaged Property is located in the State of New York, foen, as used in Section 3.1, the Current 
Loan-to-Valuc Ratio sial! be foe Cut-Off Date Principal Balance of the Mortgage Loan divided by the value 
set forth on the appraisal made in connection with the origination of such Mortgage Loan as the value ofthe 
related Mortgaged Property (or, if such Mor^ge Loan is an ROV Mortgage Loan, the value set forth on the 
residential appraisal review node in coiwectionwifo foe origination of such Mortgage Loan as the value ofthe 
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related Mortgaged Property). 

Orieinal Loan-to-Vattie Ratio : ne origami principaJ amount of a Mortgage Loan divided by the 
Appraised Value; jorov/deii however, that if ^related Mortgaged Property is located in the Stats of New 
York, then the Original Loan-to- Value Ratio ^!i be tfte original principal amount of the Mortgage Loan 
divided by tiie value set forth on the appraisal made incrainection with the origination of such Mortgage Loan 
as the value of the related Mortg^d Ptcq)aly{OT, if such Mortgage Loan is an ROV Mortgage Loan, die value 
set forth on the residei^al apprai^ review made in connection with the origination of such Mortgage Loan as 
the value of the related Mortgaged Proper^').” 

iii. Prepayment Premiums. The MLPA is hacby amended to add the following Section 3.4: 

“Section 3.4 SeUer Representations and Warranties Regarding Prepayment Premiums; Remedies 
for Breach 

(a) Whenever used infliis SM:tion3.4,Ae following words and phrases, unless the conteicl otherwise 
requires, shall have the foilowii^ meanings: 

Prepayment Premium : Withrespectto ^'Mortg 3 ge Loan listed in the applicable Supplemental Mortage 
Loan Schedule, any fee or premiian required to be paid by the Mortgagor if the Mortpgor voluntarily 
prepays such Mortgage Loan in fUl as provided in the related Mortgage Note or Mortgage, except for any 
such fee or premium required to be paid more than three years after origination thereof. 

Supplemental Mortga« Loan Schedule : Tie Supplemental Schedule of Mortgage Loans attached as 
Schedule 1-A to a Term Sheet. The Si^iplemertal Mortgage Loan Schedule shall set forth the following 
information with respect to each Mor^ge Loan that requires the payment of a Prepay-ment Premium; (i) 
its loan number and (ii) the applicabletermdiringwhitdi a Prepayment Premium is payable pursuant to 
the provisiore of such Mor^ge Loan. 

(b) The Seller l»reby represents and warrants W the Purchaser that, as to each Mortgage Loan sold by 
the Seller hereunder and listed in the applicable Supplemental Mortage Loan Schedule, as of the Closing Date: 

(i) The information set forth in the applicable Supplemental Mortgage Loan Schedule delivered on 
the Closing Date is true and correct in all material respects; and 

(ii) With respect to each Mortpge Loan listed in the applicable Supplemental Mortgage Loan 
Schedule, the Prepayment Premium for such Mortgage Loan is the legal, valid and binding obligation of 
the maker thereof arid is enforceable in accordance with its terms, and such Prepayment Premium is 
permitted pursuant to applicable federal, state and local law, subject to federal preenptlon where 
applicable, except (!) as such enforcement may be limited by bankruptcy, insolvency, moratorium, 
receivership, or other sinular law relating to creditors’ rights generally, (2) if such Mortgage Loan is 
accelerated in connection wifo a foreclosure or other involuntary payment, (3) ifenforcement would be 
cor^idered “predatory” pirsuant to written guidelines issued by any applicable federal, state or local 
autlwrity having jurisdiction over such matters and (4) if enforcement would be otherwise limited or 
prohibited by applicable law. 

(c) Upon discovery by a Seller (the “ Breaching Seller ”^ or the Purchaser of a breach of either of the 
representations and warranties set forth in Section 3.4(b) made by tfK Breaching Seller, which maierially and 
adversely affects the value of any Mortage Loan (including the value of Prepayment Premiums payable thereunder) 
sold by such Breaching Seller hCTcunder or foe interests of foe Purchaser in such Mortgage Loart, ^ party 
discovering suchbreadi shall gjve prorrg)lwrittennotice to foe other. W'ifoin 60 days of the later of (A) Uk earlier 
of the date of its discovery of the breach or the date of its receipt of written notice of breach &omfoe Purchaser, 
and (B) foe date on wWch a Prepayment Premium would have become payable had such representation and 
warranty been true, foe Breachi^ Seller shall pay to the Purchaser foe amount of such Prepajment Premium less 
any amount collected from the related Mort^gor with respect to such Prepayment Premium. 

(d) It is understood and ageed that the obli^ons of a Breaching Seller set forth in this Section 3.4 
constitute foe sole remedies available to foe Purchaser or its transferee respecting a breach of foe representations 
and warranties by such Breaching Seller set ftnlh in Section 3.4(b).” 

iv. Section 2,4(b): Clauses ii and Hi ofthe secemd sentence of Section 2.4(b) of foe MLP.A are hereby deleted in their 
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entirety and replaced with the foilowi:^ 

‘'(ii) each Substitute Mortga^ Loan shall iralure not more flan one year later than, and not more dian two years 
before, the wei^led average date of maturity of tie Reacquired Mortgage Loans; provided, that the cumulative 
effect of all substitutions shall not cause die wel^ited average life (at the pricing speed) of aro"' class of Certificates 
to increase by more than the less«’of(x) five years or (y) 50%ofm original weighted average life (at die pricing 
speed); (iii) the wei^ted average Curreifl Loan-to-Value Ratio of the Substitute Mortgage Loans shall be equal to 
or less than the weighted average Current Loan-to-Value Ratio of die Reacquired Mortgage Loans; provided, that 
no Substitute Mortgage Loan shall have a Currert Loan-to-Value Ratio greater than 1 00%;" 

e, Except as modified here, die MLPA remains in full force and effect 
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EX-99.1 4 exh99Uo8kpsaw'amu07_oa3.htm 


EXHIBIT 99.1 


The following Section 2 is an excerpt from the term sheet for WaMu Mortage Pass-Through Certificates Series 2007-OA3 


2. Amendments fo MLPA 


a. Notw'ithstanding anything to the confraiy set forfo inlbe MUPA, with respect to the Seller Mortgage Loans, the 
representations and warranties set forth in Section 3.1 and Sectirm 3.2 of the MIPA shall be subject to the exceptions, if any, 
set forth on Schedule III to fois Term Sheet. 

b. Each of the following representatioiK and warrarties with respect to the Seller Mortage Loans set forth in the indicated 
clauses of Section 3.1 or Section 3.2 of the MLPA is herdjy deleted in its entirety; 

No deletions. 

c. Section 3,1 of the MLP.A is hereby amended to add foe following additional representations and warranties with respect 
to the Seller Mortgage Ixians: 

(xxx) At the time oforigjnaticm of the Mortgage Ix>an, no in^rovements located on or being part of the Mortgaged 
Property were in violation of any ^phcable zonir^ and subdivision laws or ordiranccs. 

(xsKi) The terms of the Mor^ge Note and the Mortage have not been impaired, altered or modified in any 
material respect, except by a written instrument (and wifo respect to any iErpairment, alteration or modification in 
any material respect of a Mortgage, such instrument has been recorded or is in foe process of being recorded). 

(xxxii) As of foe Closing Ctetc, there is no mechanics' lien or claim for work, labor or material affecting the 
Mor^ged Property. 

d. The following additional amendments are hereby made to the MLPA wifo respect to the Seiler Mor^ge Loans: 

i. Section 3, l(iv) Representation. The representation and warranty inclause{iv) of Section 3.1 offoeMt..PA is 
hereby deleted in its entire^ and replaced with the following representation and warranty: 

“(iv) Except as set forth on Schedule III to the Term Sheet, if applicable, as of foe Cut-Off Date, no 
Mortage Loan is delinquent (i.e,, more than 30 days past due), and no Mortgage Loan had been delinquent (i.e., 
was more than 30 days past due) more than once in the preceding 12 months (or such shorter period as had elapsed 
from the date oforignationofthe Mortgage Loan by foe Seller or the other Seller or, if originated by someone 
other than foe Seller or foe other Seller, from the date ofacqiasition of the Mortgage Loan by the Seller or the other 
Seller) and any such delinquency lasted for no more ftan 30 days;” 

ii. Definitions of “Current Loan-to-Vahie Ratio” and “Original Loan-to-Value Ratio”. The definitions of 
“Current Loan-to- Value Ratio” and “Original Loan-to-Value Ratio” in Article 1 of foe MLPA are hereby deleted in their 
entirety and replaced with the following two defirations: 

’‘ Ciurent Loan-to- Value Ratio : As used in Section 2.4(b), the Principal Balance of a Mortgage l/oan as 
of the applicable date of sifostitution divided by the Appraised Value; and as used in Section 3.1, the Cut-Off 
Date Principal Balance of a Mortgage Loan divided by foe Appraised provided, however, that if the 
related Mortgaged Property is located in foe State of New York, then, as used in Section 3.1, the Current 
Loan-to-Value Ratio shall be the Cut-Off Date Principal Balance of the Mortgage Loan divided by the value 
set forth on the appraisal made in crmnection wifo foe origiRation of such Mortgage Loan as the value of the 
related Mortgaged Property (or, if such Mor^ge Loan is an ROV Mortgage Loan, the value set forth on the 
residential appraisal review made inconnection wifo the origination of such Mortgage Loan as foe value oftiie 
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related Mortgaged Property). 

Orieinai Loan-to-Valta Ratio : TTis original principal amount of a Mortgage l^an divided by the 
Appraised Value; provided, hotpever. tiat if the related hfor^ged Property is located in the State of New 
■^'ork, tfwn the Original Loan-H)- Value Ratio shall be the original principal amount of the Mortgage Loan 
divided by tte value set rortii(Hifl)e£^)|»3isal made in connection with the origination of such Mortage Loan 
as the value of the related Mortgaged Property (or, if such Mortgage Loan is an ROV Mortgage Loan, die value 
set forth on the residential appraisal review’ imde in coimecticmwifli the origination of such Mortgage Loan as 
the value of the related Mortgaged Property).” 

iii. Prepayment PremiiuTB. The is hereby amended to add die following Section 3.4: 

“Section 3.4 Seller Representations and Wananties Regarding Prepayment Premiums; Remedies 
for Breach 

(a) VkTienever ised in this Section 3.4, the followii^ words and phrases, unless the context otherwise 
requires, shall have the following meaning; 

Prepayment Prenaum : Wifli respect to any Mortgage Loan listed in the applicable Supplemental Mortgage 
loian Schedule, arq? fee or premiuTi required to be paid by the Mort^gor if the Mortgagor voluntarily 
prepays such Mortgage Loan in fill! as provided in flie related Mortgage Note or Mortgage, except for any 
such fee or premiumrequired tobe paid more than ttaee years after origination thereof 

Supplemental Mortgage Loan Schedule : The Supplemerrtal Schedule ofMortgage Loans attached as 
Schedule 1-A to a Tenn Sheet. The Supplemental Mortage Loan Schedule shall set forth the following 
information with respect to each Mortgage Ixian that requires the payment of a Prepayment Premium: (i) 
its loan number and (ii) the applicate term dirii^whicha Prepavment Premium is payable pursuant to 
die provisions of such Mortgage Loan. 

(b) The Seller hereby represents and warrants to the Purchaser that, as to each Mortgage Loan sold by 
the Seller hereunder and listed in the applicable SupplemerKal Mortpge Loan Schedule, as of the Closing Date: 

(i) The information set forth in the applicable Si^plemental Mortgage Loan Schedule delivered on 
the Ciosit^Daic is true and correct in all mattriai respects; and 

(ii) With respect to each Mortgage Itoan listed inthe applic^le Supplemental Mortgage Loan 
Schedule, the Prepayment Premium for such Mortgage Loan is the legal, valid and binding obligation of 
the maker thereof and is enforceable in accordance with its terms, and such Prepayment Premium is 
permitted pursuant to applicable federal, state and local law, subject to federal preemption where 
applicable, except (1) as such enforcement may be iinvted by bankniptcy, insolvency, moratorium, 
receivership, or other similar law relating to creditors’ rights generally, (2) if such Mortgage Loan is 
accelerated in connection with a foreclosure or other involuntary payment, (3) if enforcement would be 
considered ‘'predatory” pursuant to written guidelines issued by any applicable federal, state or local 
authority having jurisdiction over such rratters and (4) if enforcement would be otherwise limited or 
prohibited by applicable law. 

(c) Upon discovery by a Seller (the “ Breaching Seller ”) or the Purchaser of a breach of either of the 
representations and warranties set forth in Section 3.4(b) made by the Breaching Seller, which materially and 
adversely affects tiie value of any Mortgage Loan (including the value of Prepayment Premiums payable thereunder) 
sold by such Breaching Seller hereiaider or die interests of the Piffchaser in such Mortgage Loan, the party 
discovering such breach shall gve pronpt written notice to the other. WitftinSO days of the later of (A) the earlier 
of the date of its discovery of the breach or the date of its receipt of written notice of breach from the Purchaser, 
and (B) the date on which a Prepayment Prentium would have become payable had such representation and 
warranty been true, the Breachii^ Seller shall pay to the Purchaser die amount of such Prepaytnem Premium less 
any amount collected from the related Mortpgor with respect to such Prepayment Premium. 

(d) It is understood and agreed that the obligations of a Breaching Seller set forth in this Section 3.4 
constitute the sole remedies available to die Purchaser or its transferee respecting a breach of the representations 
and warranties by sudi Breaching Seller set fcwtiiin Section 3.4(b).” 

iv, .Section 2.4(b): Clauses ii and iii ofdie second setttence of Secticm2-4(b) of the MLPA are hereby deleted in their 
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entiret>’ and replaced with the followii^ 

“(ii) each Substitute Mort^^ Loan shall tnattre not than one year later than, and not more than two years 
before, the wei^ted avera^ date of maturily of the Reacqmred Mortgage Loans; provided, that die cumulative 
effect of all substitutions shall not cause the wei^ted average life (at the pricing speed) of any class of Certificates 
to increase by more than the i^ser of(x) fiveyrars or (y) 50% of its original weighted average life (at the pricir^ 
speed); (iii) the weighted average Current Loao-to- Value Ratio of die Substitute Mortpge Loans shall be equal to 
or less timnthe wei^ited average CurreiS Loan-to- Value Ratio of the Reacquired Mortgage Loans; provided, that 
no Substitute Mortga^ Loan shall have a Ctrrem Loan-to- Value Ratio greater tlmn 100%;" 

e. Except as modified here, the MLPA reneins in&l! force and effect 
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Prospectus Supplemeot to Prospectus Dated March 22, 2007 

WaMu Mortgage Pass-Through Certificates, 
Series 2007-OA3 

WaMu Asset Acceptance Corp. 

Depositor 

Washington Mutual Bank 

Sponsor and Servicer 

$1,053,580,100 

(Approximate) 


Consider carefully die risk factors beginning on page S-21 in this prospectus supplement and page 5 in the accompanying prospectus. 

The certificates will represeni interests only in the issuing entity which is WaMu Mortgage Pass-Through Certificates Series 2O07-OA3 Trust 
and will not represent intercsis in or obligations of Washington Mutual Bank. WaMu Asset Acceptance Corp.. Washington Mutual, Inc. or any of 
iheir affiliates. 

Neither these certificates nor the underlying mortgage loans are guaranteed by any agency or mstrumentality of the United States. 

This virosisectus supplement rnay he used to offer and sell the offered certificates only if accompanied by the prosiiectus. 


The WaMu Mortgage Pass-Through CerUficates Series 2007-OA3 Trust will issue sixteen classes of offered certificates and three classes of privately 
placed certificates. Each class of offered certificates will be entitled to receive monthly distributions of interest, principal or both, beginning on April 25, 
2007. The certificate interest rale for some classes of offwiid certificates will be variable, and will be based in part on the one-year MTA index or the 
one-month LIBOR index, as described in this prospectus supplement. Tbe table on page S-6 of this prospectus supplement contains a fist of the classes of 
offered certificates, including the initial class principal balance, certificate interest rate, and special characteristics of each class. 

The primary asset of the Trust will he a pool of first Hen single-family residential mortgage loans whose interest rates (after an initial fixed-rate period) 
adjust monthly and which include a negative amortization frature. The Trust will also contain other assets, which are described on page S-40 of this 
prospectus suppiemenl. 

Q.a.ered.C.eaifi.cates 

Total principal amount (approximate) Si,053,5S0.100 

First payment date April 25, 2007 

Interest ond/or principal paid Monthly 

Last payment dale April 25, 2047 

Credit enhancement for the offered certificates is being provided by three classes of privately offered certificates, whii')i have an aggregate principal 
balnncf: of approximately $14,418,453. Additional credit enhancement for the offered senior certificates is being provided by eleven classes of offeree) 
subordinate cerlificate.s. Lo,sses otherwise allocable to some senior certificates will in.siead be allocated to other senior certificates, 

The underwriter listed below will offer the offered certificates at varying prices to be determined at the time of sale. The proceeds to WaMu Asset 
Acceptance Corp, from the sale of the offered certificates will l>e approximately 100.92% of the principal haiance of the offered certificates iiius accrued 
interest, befure deducting expenses. The underwriter’s commission will bo the difference between Uie price it pays to WaMu As.set Acceptance Corp, for 
the offered certificates and the amount it receives from the sale of the offered certificates to the public. 

Neither the SEC nor any state securities coirunission has approved or disapproved of the offered ceriificales or determined that this prospectus supplement 
or the prospectus is accurate or complete. Any representation to the contrary is a criminal offense. 

/ indervritar 

WaMu Capital Corp. 

March 23. 2007 


Permanent Subcoinmittee on Investigations 
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• the ioan-to-value ratios of the /nortgage loans as ot the Cut-Off Daiei 

• the types of mortgaged properties'. 

• the gcogrtiphic distribution by stale of the mortgaged properties! 

• the scheduled maturity years of the mortgage loans! 

• the original terms to maturity of the mortgage loans! 

• the number of morlgage loans originated under full documentation or reduced documentation programs! 

• the staled owner occuiiancy status of the mortgaged properties when the mortgage loans were originated; 

• the mortgagor's purpose of financing! 

• the credit score ranges! 

• current and past delinquencies of the mortgage loans, if applicable: 

• the monthly debt to income ratio of all debt! 

• the combined loan-Io-value ratios of the first and second liens at origination! and 

• the number of mortgage loans, and the percentage of such loan group, that contain prepayment penalties, broken out for each of the 
various prepayment penalty terms. 

The credit score tables appearing in Appendix B show the credit scores, if any. that the originators or underwriters of the mortgage loans 
collected for the mortgagors. The credit scores shown were collected from a variety of sources over a period of weeks, months or longer, and 
the cretlit scores do not necessarily reflect the credit scores that would Ire reported as of the date of this pro.spectus supplement. Credit scores 
should not be considered ns an accurate predictor of the likelihood of repayment of the related mortgage loans, 5ee “L/ndtruriimg of tbs 
hJorij’aue Loans— E''aluotjon of ih<^ borrowers Credn Standing" in this prospf^cius supplement. 

The material terms of the pooling agreement are described in this prospectus supplement, and the pooling agreement will be available to 
purchasers of the certificates through a Current Rei>ort on Form 8-K that will be filed with the Securities and Exchange Commission within 
fifteen days after the initial issuance of the certificates, if mortgage loans are removed from or added to the morieage pool as described in the 
footnote on page S-53, that removal or addition will be noted in a Distribution Report on Form 10-D or a Cuireni Report on Form ft-K. 


Representations and Warranties Regarding the Mortgage Loans 

Under the. mortgage loan sale ngreemem pursuant to which the sponsor will sell the mortgage loans to the depositor, the sponsor will make 
reiiresentatioris and warranties in respect of the morlgage loans, w’hich representations and w-arramies the depositor will assign to the Trust 
pursuant to the pooling agreement Among those representations and warranties are the following: 

• Each mortgage is a valid and enforceable first lien on an unencumbered estate in fee simple or leasehold estate, in the relaterl 
mortgaged properly, except as such enforcement may be limited by laws affecting the enforcement of creditors' righbs generally and 
principles of equity, and except as iirovirled in the mortgage loan sale agreement. 

• The depositor will he the legal owner of each mortgage loan, free and dear of any encumbrance or lien tother than any lien under the. 
mortgage loan sain agreement): 

■ Mci mortgage loan is delinquent (that is. more than 30 days past due), and no morlgage loan was delinquent more than once in the 
preceding 12 months (or during such shorter period as has elapsed from the dale of origination of such mortgage loan by the sponsor 
or its affiliates or, if originated by an unaffiliated party, from the dale of acquisition of such mortgage loan by the sponsor or its 
affilialtLs) and any such delinquency lasted for no more than 30 days; 

• There are. no delinouent nssessmenls or taxes outstanding agninsl any mortgaged property! 
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• Thc-.re is no offset, defense or counterclaim to any mongage note, except as staled in the mortgage loan sale agreement; 

• Each mortgaged property is free of damage and in good repair, ordinary wear and tear excepted; 

• Elach morignge Joan al the lime it was made complied with all applicable local, stale and federal law's, including, w'ithoul limitation, 
usury, equal credit opportunity, disclosure and recording laws, and predatory and abusive tending laws applicable to the originating 
lender; 

• Each mortgage loan (extej)! mortgage loans secured by cooperative properties) is covered by a title insurance policy insuring the lien 
status of the mortgage, subject to the exceptions set forth in Che policy; 

■ Each mortgage loan w-ith a loan-to-vatue ratio both (i) as of the Cut-Off Date and (ii) as of its respective origination date in excess of 
SOdr was covered, as o! the Cut-Off Dale, by a primary insurance jjolicy. and such policy or guaranty is valid and remains in full force 
and effect: 

• All hazard insurance or other insurance required under the mortgage Joan sale agreement has been validly i.s.sued and remains in full 
force and effect; 

' Each mortgage and mortgage note is the legal, valid and binding obligation of the maker thereof and is enforceable in accordance with 
its terms, except only as such enforcement may be limited by laws affecting the enforcement of creditor.?' rights generally and 
principles of equity: 

• The .sponsor used no adverse selection procedures in selecting the mortgage loans from among the out.standing adjustable rate 
convenliunal mortgage loans owned by il w'hich were available for sale and as to which the representations and w'arranlies in the 
mortgage loan sale agreement could be made- and 

• Each mortgage loan constitutes a qualified mortgage under the Internal Revenue Code. 

Pursuant to the tionling agree.menl, the depositor will represent and warrant to the Trust that, as of the Closing Dale, the Trust will be the 
legal owner of each mortgage loan, free and clear of tiny encumbrance or lien (other than (i) any fien arising before the depositor's purchase of 
the mortgage loan from the sponsor and (ii) any lien under the pooling agreement). 

In the event of a maierial (ireach of the representations and warranties made by the sponsor or the depositor, the breaching party will be 
required to either cure the breach in all material respects, repurchase the affected mortgage loan or substitute for the affected mortgage loan. In 
the event that a required loan document ts not included in the mortgage files for the mortgage loans, the sponsor generally will also be required 
to either cure the defect or repurchase or substitute for the affected mortgage loan. See "Description of the Securities — Representations and 
Warriintie.s Regarding the: Mortgage Loans: Remedies for Breach" in the prospectus for a description of the purchase price for each repurchased 
mortgage loan and the requirements with re-specl to subsiitulions of mortgage loans. 

Criteria for Selection of Mortgage Loans 

The si>nnsnr selRirled the mortgage loans from among its portfolio of mortgage loans held (or sale. Iiased on a variety of considerations, 
including type of mortgage loan, geographic concentration, range of mortgage interest rates, principal balance, credit score.? and other 
characteristics described in Appendix B to this prospectus supplement, and taking into account investor preferences and the depositor's 
objective o! oliiaining the most favorable combination of ratings on the certificates. 
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Prospectus Supplement to Prospectos Dated March 22, 20U7 

Washington Mutual Mortgage Pass-Through 
Certificates, WMALT Series 2007-0 A3 

WaMu Asset Acceptance Corp. 

Depositor 

Wa.shmgtoD Mutual Bank 
Countn’M'ide Home Loans, Inc. 

Servicers 

Washington Mutual Mortgage Securities Corp. 

Washington Mutual Bank 

Co-Sponsors 

52,326,046,100 

(Approximate) 

Consider carefully the risk factors beginning on page S-34 in this prospectus supplement and page 5 in the accompanying prospectus. 

The certificates will represent interests only in the issuing entity which is Washington Mutual Mortgage Pass-Through Certificates WMALT Series 2007- 
O.A3 Trust and will not represent intere.sts in or obligations of Washington Mutual Bank, Washington Mutual Mortgage Securities Corp.. WaMu Asset 
Acceptance Corp., Washington Mutual, Inc. or any of their alTdiates- 

Neilhcr these certificates nor the underlying mortgage bans are guaranteed by any agency or instrumentality of the United States. 

This prospectus supplement may fac used to offer and sell the offered certificates only if accompanied by the prospectus. 

The Washington Mutual Mortgage Pass-Through Certificates WMALT Series 2007-OA3 Trust will issue thirty-five clas.ses of offered certificates and 
six classes of privately placed certificate-s. Each class of certificatc.s will be entitled to receive monthly distribution.s of interest, principal or both, 
beginning on April 25, 2007. The certificate interest rate for some classes of offered certificates will be variable, and will be based in part on the one- 
year MTA index, the COFI index or the one-month LIBOR index, as described in this prospectus supplement. The table on pages S-7 and S-8 of this 
prospectus supplement contains a list of the classes of offered ceriificales, including the initial class principal balance, certificate interest rate, and 
special characteristics of each class. 

The primary asset of the Trust will be a pool of first lien single-family residential mortgage loan.s whose interest rates (after an initial fixed-rate 
period) adjust monthly and which include a negative amortization feature. The Trust will also contain other assets, which are described on page S-68 
of this prospectus supplement. 

Offered Certificates 

Tola] principal amount (approximate) $2,326,046,100 

First payment date .April 25, 2007 

Interest and/or principal paid Monthly 

Last payment date April 25, 2047 

Credil enhancement for the Class 5 A, Class 2A, Class CA-IB, Class CA-IC, Class CX-1, Class CX-2-PPP, Class L-B-l. Cla,ss L-B-2, Cla-ss L-B-3, Class 
L-B-4, Class L-B-5. Class L-B-6, Class L-B-7, Class L-B-8, Class L-B- 9. Class L-B-10 and Class L-B-l I Certificates is being provided by three classes of 
privately offered certificates, which have an aggregate principal balance of approximately $17,054,929, Credil enhancement for the Class 3A, Class 4A-1, 
Class 4A-2, Class 4A-B, Class 5A, Cias.s DA-IB, Class DA-IC Class EX-PPP, Class FX, Class 5X-PPP, Class M-B-1, Class M-B-2, Class M-B-3, Class 
M-B-4, Class M-B-5, Class M-B-6 and Class M-B-7 Ccnificalcs is being provided by three classes of privately offered certificates, which have an aggregate 
principal balance of approximately $28,858,231. Additional credil enhancement for the offered senior certificates is being provided by the related classes of 
offered subordinate cenificaies, Los-ses otherwise allocable to some senior certificates will instead be allocated to other senior certificates. 

The underwriter )i.sted below will offer the offered certificates at varying prices lo be determined at the time of sale. The proceeds to WaMo Asset 
.Acceptance Corp, from the sale of the offered certificates will be approximately 100.08% of the principal balance of the offered cenifica!e.s plus accrued 
interest, before deducting expenses. The underwriter’s commission will be the difference between the price it pays to Wahfii .Asset Acceptance Corp. for the 
offered certificates and the amount it receives from the .sale of the offered certificates to the public. 

Neither the SEC nor any state securities commission has approved or disapproved of the offered certificates or determined that this prospectus 
supplement or the prospectos is accurate or complete. Any representation to the contrary is a criminal offense. 


(.iidenvnler 


Permanent Subcommittee on Investigation.s 
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The credit score tables appearing in Appendix B the credit scores, if any, that die originators or underwriters of the mortgage bans collected for the 
mortgagors. The credit scores showm were collected from a variety of sources over a period of -weeks, months or longer, and the credit scores do not 
necessarily reflect the credit scores that would be reported as of the dale of this prospectus supplement. Credit scores should not be considered as an accurate 
predictor of the likelihood of repayment of the related mortgage 

S-100 


loans. See “Underwriting of the Mortgage Loans — Evaluation of the Borrower’s Credit Sending" in this prospectus supplement. 

The material terms of the pooling agreement are described in this prospectus supplement, and the pooling agreement will be available to purchasers of 
the certificates through a Current Report on Form S-K that will be filed with the Setmrities and Exchange Commission within fifteen days after the initial 
issuance of the certificates, if mortgage loans are removed from or added to the mortgage poo! as described in the footnote on page S-85, that removal or 
addition will be noted in a Distribution Report on Form 10-D or a Current Report on Form 8-K- 

Representations and Warranties Regarding the Mortgage Loans 

Under the related mortgage loan .sale agreement pursuant to which Washington Mutual Mortgage Securities Corp. or Washington Mutual Bank, as 
applicable, will sell the mortgage bans to the depositor, Washington Mutual Mortgage Securities Corp. or Washington Mutual Bank, as applicable, will make 
representation-s and warranties in respect of the related mortgage loans, which refwe.sentations and warranties the depositor will assign to the Trust pursuant to 
the pooling agreement. Among those representations and warranties made by eadi of Washington Mutual Mortgage Securities Corp, and Washington Mutual 
Bank, with respect to the mortgage bans sold by such entity to the depositor under the related mortgage loan sale agreement, are the following: 

• Each mortgage is a valid and enforceable first lien on an unencumbered estate in fee simple or Icasefiold estate in the related mortgaged propert}'. 
except as such enforcement may be limited by law's affecting the enforcement of creditors’ rights generally and principles of equity, and except a.s 
provided in the mortgage ban safe agreement; 

• The depositor will be the legal owner of each mortgage ban, free and clear of any encumbrance or lien (other than any lien under the mortgage 
loan sale agreemcn!); 

• For each mortgage loan sold by Washington Mutual Mortgage Securities Corp. to the depositor, no mortgage loan is delinquent (that is. more than 
30 days past due), and no mortgage loan was delinquent more than once in the preceding 12 months {or during such shorter period as has elap.sed 
from the date of acquisition of such mortgage loan by Washington Mutual Mortgage Securities Corp. or. if earlier, from the date of origination or 
acquisition of such mortgage ban by an affiliate of Washington Mutual Mortgage Securities Corp.) and any such delinquency lasted for no more 
than 30 days; 

■ For each mortgage loan sold by Washington Mutual Bank to the depositor, no mortgage loan is delinquent (that is. more than 30 days past due), 
and no mortgage ban was delinquent more than once in the preceding 12 months (or during such shorter period as has c)ap.scd from the dale of 
origination of such mortgage ban by Washington Mutual Bank or its affiliates or, if originated by an unaffiliated party, from the dale of 
acquisition of such mortgage loan by Washington Mutual Bank or its affiliates) and any such delinquency lasted for no more than 30 days; 

• There are no delinquent assessments or taxes outstanding against any mortgaged property; 

• There is no offset, defense or counterclaim to any mortgage note, except as stated in the mortgage loan sale agreement; 

• Each mortgaged property is free of damage and in good repair, ordinary wear and tear excepted; 

• Each mortgage loan at the time il was made complied with alt applicable local, state and federal laws, including, withoul limitation, u.tiiry, equal 
credit opportunity, disclosure and recording laws, and predatory ami abusive lending laws applictd^le to the originating lender; 

• Each mortgage ban (except mortgage loans .secured by cooperative propertic.s) is covered by a title insurance policy imsuring the lien statu,? of the 
mortgage, subject to the exceptions set forth in the policy; 

• For each mortgage ban sold by Washington Mutual Mortgage Securities Corp. to the depositor, except as provided in the mortgage loan sale 
agreement, each mortgage loan with a loan-to- 

S-IOI 


value ratio both (i) as of the Cut-Off Date and (ii) as of its respective origination date in excess of 80% was covered, as of the Cut-Off Date, by a 
primary insurance policy, and such policy or guaranty is valid and remaias in full force and eOect; 

For each mortgage loan sold by Wa.shington Mutual Bank to the deposiftM-, each mortgage loan with a loan-to-value ratio both (i) as of the Cut- 
Off Date and (ii) as of its rc.spective origination date in excess of 80% was covered, as of the Cut-Off Date, by a primary insurance policy, and 
such policy or guaranty is valid and remains in full force and effect; 

All hazard insurance or other insurance required under the mortgage loan sale agreement has been validly issued and remains in full force and 
effect; 

Each mortgage and mortgage note is the legal, valid and binding obligation of the maker thereof and is enforceable in accordance with its terms, 
except only a.s such enforcement may be limited by laws affecting the enforcement of creditors' rights generally and principles of equity^ 
Washington Mutual Mortgage Securities Corp. and Washin^on Mutual Bank, as rqiplicable, used no adverse selection procedures in selecting the 
mortgage loans from among the outstanding adjustable rate conventional mortgage loans owned by it which were available for sale and as io 
which the representations and wartamics in the mortgage loan sale agreement could be made; and 


http .’.'sec gov,'.Archivcs'edgar/dau/!317069/00009304130700286I/c47S84_«<!b5htmf4.a-70102:20:i8PM) 
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• Each mortgage loan constitutes a qualified mortgage under the Imemat Revenue Code. 

Pursuant to the pooling agreement, the depositor will repr^ent and wanant to the Trast that, as of the Closing Date, the Trust will be the legal owner of 
each mortgage loan, free and clear of any encumbrance or lien (other than (i) any lien arising before the depositor's purchase of the mortgage loan from 
Washington Mutual Mortgage Securities Corp. or Washington Mutual Bank, as applicable, and (ii) any lien under the pooling agreement). 

In (he event of a material breach of the representations and warranties made by a co-sponsor or ilie depositor, the breaciting party will be required to 
either cure the breach in all material respects, repurchase the alTected mor^^e loan or substitute fetr the affected mortgage loan. In the event that a required 
loan document is not included in the mortgage files for the mortgage loans, die related co-Sponsor generally will also be required to either cure the defect or 
repurchase or substitute for the affected mortgage loan. See “Description of the Securities — Represerrtations and Warranties Regarding the Mortgage Loans; 
Remedies for Breach" in the prospectus for a description of die purchase price for each repurchased mortgage loan and the requirements with respect to 
substitutions of mortgage loans. 

S-102 


Criteria for Selection of Mortgage Loans 

Each co-sponsor selected the mortgage loans it sold to the depositor from among its portfolio of mortgage loans held for sale based on a variety of 
considerations, including type of mortgage loan, geographic concentration, r^ige of mortg^e interest rates, principal balance, credit scores and other 
characteristics described in Appendix B to this pro.spcctus supplement, and taking into account investor preferences and the depositor's objective of obtaining 
the most favorable combination of ratings on the certificates. 
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DESCRIPTION OF THF. CERTIFICATES 


General 

The certificates ■will be i.ssued pursuant to the pooling agreement to be dated as of the Cut-Off Date among Wsdvlu Asset Acceptance Corp., as depositor, 
Washington Mutual Bank, as servicer, LaSalle Bank National AsKiciation, as trustee, and Christiana Bank. &. Trust Company, as Delaware trustee. A fomi of 
the pooling agreement is filed as an exhibit to the registration statement relating to the cwtificates. The accompanying prospectus contains important additional 
information regarding the terms and conditions of the pooling agreement and tfw certificates. The offered certificates will not be issued unless they receive 
the ratings from Standard & Poor's Ratings Services, a division of The McGraw-Hill Companies, Inc. (“S&P”), and Moody’s Investors Service, inc. 
(“Moody’s”) indicated under "Certificate Ratings” in this prospectus supplement- As of the Closing Date, the offered certificates, other than the Class L-fl-7, 
Class Class L-B-?, Class L-S-iO, Class L-B-1 1. Class M-B-5, Class M-B'6 and Class M-B-7 Certificates, will qualify a.s ‘'mortgage related 

securities” within the meaning of the Secondary Mortgage Markcl Enhancement Act of 1984. 

The Washington Mutual Mortgage Pass-Through Certiricaics, ViOvlALT Series ZOOT-OA-I will consist of the following classes; 

• Class lA 

■ Class 2A 

• Class 3A 

• Class 4A"] 

• Class 4A-2 

• Class 4A-B 

• Class 5A 

• Class CA-IB 

• Class CA-IC 

• Class DA- IB 

• Class DA- 1C 

• Class CX-i 

• Class CX-2-PPP 

• Class F.X-PPP 

• Class FX 

• Class 5X-PPP 

• Class L-B-1 

• Class L-B-2 

• C!a.ss L-B-3 

• Class 1.-B-4 

• Class L-B-5 

• Class L-B-6 

hrrpAsec.uov.'Archives.-'cdgar.’dati’lj !7069.'00009304l30700286i/c475&J_424b5 h!m{4/l-rt010 2:20.18 M-t] 
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Prospectus St^plenteot to Prospectus Dated ApriJ 17, 2007 

WaMu Mortgage Pass-Through Certificates, 
Series 2007-OA4 

WaMu Asset Acceptance Corp. 

Depositor 

Washington Mutual Bank 
Sponsor and Saucer 

$1,600,429,100 

(Approximate) 


Consider carefully the risk factors beginning on page S-20 in this pro^wctus supplement and page 6 in the accompanying prospectus. 

The certificates will rp.presenl interests oniy in the issuing entity which is WaMu Mortgage Pass-Through Certificates Series 2O07-OA4 Trust 
and w'ti; not represent interests in or obligations of Washington Mutual Bank. WaMu Asset .Acceptance Corp., Washington Mutual, Inc. or any o! 
their affiliates. 

Neither these certificates nor the underlymg mortgage loans are guaranteed by any agency or instrumentality of the United Slates. 

This prospectus supplement may be used to offer and sell the offered certificates only if accomi>anied by the prospectus. 


The WaMu Mortgage Pass-Through Certificates Series 2007-OA4 Trust will issue fifteen classes of offered certificates and three classes of privately 
placed certificates. Each class of offered certificates will be entitled to receive monthly distributions of interest, principal or both, beginning on May 25, 
2007. The certificate interest rate for some classes of offered certificates will be variable, and will be based in part on the one-year KfTA index, the COFJ 
index or the one-month USOR index, as described in this prospectus supplement. The table on page S-6 of this prospectus supplement contains a list of 
the classes of offered certificates, including the initial class principal balance, certificate interest rate, and special characteristics of each class. 

The primary asset of the Trust will be a pool of first lien single-family residential mortgage loans whose interest rates Cafler an initial fixed-rate period) 
adjust monthly and which include a negative amortisation feature. The Trust will also contain other assets, which are described on page S-41 of this 
prospectus supplement. 

Offered Certilicatss 

Total principal aniouni (upproximuie) SI. 600.429.100 

First payment date May 25. 2007 

Interest and/or principal paid Monthly 

Last payment date May 25. 2047 

Credit enhancement for the offered certificates is being provided by three classes of privately offered certificates, which have an aggregate principal 
balance of approximately S25,022,929. Additional credit t-nhancemenl lor the offered senior certificates is being provided by sevan cia.sses of offered 
suboi'dinuiff ceriificules. Some senior certificates will hove the benefit of otiyments. if any. from The Bank of New York pursuant to a yield mainle.nance 
agreemenl, Losses otherwise oliocoliie to some senior ceriificotes will instead be allocated to other senior certificates. 

The underwriter listed below will offer the offered certificates at varying prices to he determined at the time of sale. The proceeds to WaMu A.sset 
Acceptance Corp, from the sale of the offered certificates will be approximately 100.78% of the principal balance of the offered certificates plus accrued 
interest, before deducting exiienses. The underwriter's commission wjii be the difference between the price it pays to WaMu Asset Acceptance Corp, for 
the offered certificates and the amount it receives from the sale of the offered ceriifirdtes to the public. 

Neither the SEC nor any state securities commission has approved or disapproved of the offered certificates or detKrmined that this prospectus supplement 
or the prospectus is accurate or complete. Any representation to the contr^ is a criminal offense. 

Unden^Titer 

WaMu Capital Corp. 

April 24. 2007 


Permanent Subcommittee on Investigations 

EXHIBIT #86c 
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The malerial terms of ihe iiooiing ogreement are described in Ibis prospectus supplement, and the pooling agreemenl will be available to 
purcha.sers of the certificates through a Current Report on Form S-K that will be fifed with the Securities and Exchange Commission within 
fifteen clays after the initial issuance n( the certificates. If mortgage loans are removed from or added to the mortgage pool as described in the 
footnote on [lage S-54. that removal or addition will be noted in a Distribution Report on Form 10“D or a Current Refiort on Form 3-K. 


Representations and Warranties Regarding the Mortgage Loans 

Under the mortgage loan sale agreentenl pursuant to which the sponsor will sell the mortgage loans to the depositor, thc^ sponsor will make 
representations anti warranties in respect of the mortgage loans, which representations and warranties the depositor will assign to the Trust 
pursuant to the pooling agreement. Among those represimtalions and warranties are the following; 

• Each mortgage is u valid and enforceable first lien on an unencumbered estate in fee simple or leasehold e.state in the related 
mortgaged (iroperly. extepl as such enforcement may be limited by laws affecting the enforcement of creditor.s' rights generally anil 
lirinciples of equity, and except as provided in the mortgage loan sale agreement; 

• The depositor will be the legal owmer of each mortgage loan, free and clear of any encumbrance nr lien (other than any lie.n under the 
mortgage loan sale agreement}: 

• No mortgagu loan is dclinouenl (that is, more than 30 days past due), and no mortgage loan was delinqucni more than once in the 
preceding 12 moiUh.s (or tiuring such shorter period as has elapsed from the dale of origination of such mortgage loan by the sjtonsor 
or its affiliates or. if originaied by an unaffiliated party, from the dale of acquisition of such mortgage loan by the sponsor or its 
affiliates) and any s'uch deliiMfuency lasted for no more than 30 days: 

• There are no delinquent assessments or taxes outstanding against any mortgaged property: 

• There is no offset, tipfense or counterclaim to any mortgage note, except as stated in the mortgage loan sale agreement: 

• Each mortgagetl properly ;$ free of damage and in good repair, ordinary wear and tear excepled: 

• Each mortgage loan a! the lime it was made complied with all applicable local, state and ledciai la»'S, Including, without limitation, 
usury, equal credit uppuriunity, disclosure and recording laws, and predatory and abusive lending laws applicable la the originating 
lender: 

• Each mortgage loan (excepl mortgage loans secured by cooperative properties) is coveted liy a title insurance policy insuring the lien 
status of the mortgagp, subject to the exceptions set forth in the policy: 

• Each mortgage loan wUh a !oari-to-va!ue ratio both (i) as of the Cut-Off Date and (ii> as of its respective origination date in excess of 
80% was covered, as of the Cui-OIf Dale, by a i>rimary insurance iwlicy. and such iiolicy ur guaranty is valid and r(.'mains in full force 
and effect: 

• All hnzarci insurance or other insurnnte required under the mortgage loan sale agreement has been validiy issued and remains in full 
force and effect; 

• Each mortgage and mortgage nole is the legal, valid and binding obligation of the maker thereof and is enforceable in accordance with 
its terms, except only as such enforcement may be limited by laws affe-cimg the enforcement of creditors' rights Renarally and 
princijites of equity; 

• The sponsor used no adverse selection procedures in selecting the mortgage loans from among the outstanding adjustable rate 
conventional morlgago' loans owned by il which were available for sale and as to w'hich the representation.? and warranties in the. 
mortgage loan sale agroemeni couhi be made; anti 

• Each mortgage loan conslilutes a qualified mortgage under the Internal Revenue Code.. 

Pursuant to the pooling agreement, the depositor will nipri;se.nl .md warrant to th« Trust that, as of Uit: Closing Date, the Trust wdlt be the 
legal owner of each mortgage loan, free and clear of any encumbrance 

S-60 
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ur lien (other than (i) any iiini arising hefure the depositor's purchase of the mortgage loan from the sponsor and (ii) any lien under the pooling 
agreomenl). 

In the event ol a mdlerini breach of the represenlalions and warranties made by the sponsor or the depositor, the breaching party will be 
reciuired to either cure the Ijreach m all material respects, repurchase the affected mortgage loan or substitute for the affected mortgage loan, in 
the event that a required loan document is not included in the mortgage files for the mortgage bans, the sponsor generally will also he required 
to either cure the defeci or repurchase or substitute for the affected mortgage loan. See “Description of the Securities — Representations and 
Warranties Regarding the Mortgage Loanst Remedies lor Breach" in the prospectus for a description of the purchase price for each tepurchnsed 
mortgage loan and the requirements >* jtii respect to substitutions of mortgage bans. 

Criteria for Selection of Mortgage Loans 

The s))oiisnr selected the mortgage loans from among its portfolio of mortgage loans held for sale based on a variety of considerations, 
including type of mortgage loan, geographic concentration, range of mortgage interest rates, principal balance, credit scores and other 
characteristics described in Appendix 8 to this prospectus supplement, and taking into account investor preferences and the depositor's 
obiective of obtaining the mo.sl favorable combination of ratings on Uie certificates. 

5-Gl 
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Prospectus Supplement to Prospectus Dated April 17, 2007 

Washington Mutual Mortgage Pass-Through 
Certificates, WMALT Series 2007-OA4 

WaMu Asset Acceptance Corp. 

Depositor 

Washington Mutual Bank 
Countrywide Home Loans, Inc. 

Servicers 

Washington Mutual Mortgage Securities Corp. 

Sponsor 

$467,571,100 

(Approximate) 


Consider carefully the risk factors beginning on page S-18 in this prospectus supplement and page 5 in the 
accompanying prospectus, 

The certificates will represent interests only in the issuing entity which is Washington Mutual Mortgage Pass- 
Through Certificates WMALT Series 2007-OA4 Trust and will not represent interests in or obligations of 
Washington Mutual Bank, Washington Mutual Mortgage Securities Corp.. WaMu Asset Acceptance Corp., 
Washington Mutual, Inc. or any of their affiliates. 

Neither these certificates nor the underlying mortgage loans are guaranteed by any agency or instrumentality of 
the United States, 

This prospectus supplement may be used to offer and sell the offered certificates only if accompanied by the 
prospectus. 


The Washington Mutual Mortgage Pass-Through Certificates WMALT Series 2007 ■-OA4 Trust will issue fourteen classes 
of offered certificates and three classes of privately placed certificates. Each class of certificates will be entitled to 
receive monthly distributions of interest, principal or both, beginning on June 25. 2007. The certificate interest rate for 
some classes of offered certificates will be variable, and will be based in part on the one-year MTA index or the one- 
month LIBOR index, as described in this prospectus supplement. The table on page S-6 of this prospectus supplement 
contains a list of the classes of offered certificates, including the initial class principal balance, certificate interest rate, 
and special characteristics of each class. 

The primary asset of the Trust will be a pool of first lien single-family residential mortgage loans whose interest rates 
(after an initial fixed-rate period) adjust monthly and which include a negative amortization feature. The Trust will also 
contain other assets, which are described on page S-37 of this prospectus supplement. 

Offered Certificates 

Total principal amount (approximate) $467,571,100 

First payment date June 25, 2007 

Interest and/or principal paid Monthly 

Last payment date April 25, 2047 

Credit enhancement (or the offered certificates is being provided by three classes of privately offered certificates, 
which have an aggregate principal balance of approximately $10,518,896. Additional credit enhancement for the offered 
senior certificates is being provided by eight classes of offered subordinate certificates. Some senior certificates will 
have the benefit of payments, if any, from Bear Stearns Financial Products Inc. pursuant to a yield maintenance 
agreement. Losses otherwise allocable to some senior certificates will instead be allocated to other senior certificates. 

The underwriter listed below will offer the offered certificates at varving prices to be determined at the time of sale. 
The proceeds to WaMu Asset Acceptance Corp. from the sale of the offered certificates will be approximately I01.047o 
of the principal 

balance of the offered certificate.s plus accrued interest, before deducting expenses. The underwriter’s commission will 
be the difference between the price it pays to WaMu Asset Acceptance Corp. for the offered certificates and the amount 
it receives from the sale of the offered certificates to the public. 

Neither the SEC nor any state securities commission has approved or disapproved of the offered certificates or 
determined that this prospectus supplement or the prospectus is accurate or complete. Any representation to the contrary 
is a criminal offense. 


Permanent Subcommittee on Investigations 
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Additional Information 

Appendix B contains important information about the mortgage loans including' 

• the mortgage interest rates, the Pass-Through Rates and the original principal balances of the mortgage 
loans; 

• the Margins, the interest rale floors and the Rate Ceilings; 

• the years in which initial monthly payments on the mortgage loans are duei 

• the first interest rate adjustment dates on the mortgage loans; 

• the loan-to-value ratios of the mortgage loans as of the Cut-Off Date: 

• the types of mortgaged properties; 

• the geographic distribution by state of the mortgaged properties: 

• the scheduled maturity years of the mortgage loans: 

• the original terms to maturity of the mortgage loans: 

• the number of mortgage loans originated under full documentation or reduced documentation programs: 

• the stated owner occupancy status of the mortgaged properties w'hen the mortgage loans were 
originated; 

• the mortgagor's purpose of financing: 

• the credit score ranges: 

• current and past delinquencies of the mortgage loans, if applicable: 

• the monthly dcbt-to-income ratio of all debt: 

• the combined ioan-to-valuc ratios of the first and second liens at origination: 

• current and past delinquencies of the mortgage loans, if any; and 

• the number of mortgage loans that contain prepayment penalties, broken out by the prepayment penally 
amount and by the prepayment penalty terms. 

The credit score tablCvS appearing in Appendix B show the credit scores, if any, that the originators or 
underwriters of the mortgage loans collected for the mortgagors. The credit scores shown were collected from a 
variety of sources over a period of week.s. months or longer, and the credit scores do not necessarily reflect the 
credit scores that would be reported as of the date of this prospectus supplement. Credit scores should not be 
considered as an accurate predictor of the likelihood of repayment of the related mortgage loans, See 
"Underwriting of the Mortgage Loans— Evaluation of the Borrower's Credit Standing" in this prospectus 
supplement. 

The material terms of the pooling agreement are described in this prospectus supplement, and the pooling 
agreement will be available to purchasers of the certificates through a Current Report on Form 8-K that will be 
filed with the Securities and Exchange Commission within fifteen days after the initial issuance of the certificates, 
If mortgage loans are removed from or added to the mortgage pool as described in the footnote on page S-54. 
that removal or addition will be noted in a Distribution Report on Form 10-D or a Current Report on Form 8-K. 


Representations and Warranties Regarding the Mortgage Loans 

Under the mortgage loan sale agreement pursuant to which the sponsor will sell the mortgage loans to the 
depositor, the sponsor will make representations and warranties in respect of the mortgage loans, which 
representations and warranties the depositor will assign to the Trust pursuant to the pooling agreement. Among 
those representations and warranties are the following: 

• Each mortgage is a valid and enforceable first lien on an unencumbered estate in fee simple or leasehold 
estate in the related mortgaged property, except as such enforcement may be limited by laws affecting 
the enforcement of creditors’ rights generally and principles of equity, and except as provided in the 
mortgage loan sale agreement; 

S-59 


The depositor will be the legal owner of each mortgage loan, free and clear of any encumbrance or lien 
(other than any lien under the mortgage loan sale agreement); 

Except as provided in the mortgage loan sale agreement, no mortgage loan is delinquent (that is. more 
than 30 days past due), and no mortgage loan was delinquent more than once in the preceding 12 months 
(or during such .shorter period as has elapsed from the date of acquisition of such mortgage loan by the 
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sponsor or, if earlier, from the date of origination or acquisition of such mortgage loan by an affiliate of 
the sponsor) and any such delinquency lasted for no more than 30 days! 

• There are .no delinquent assessments or taxes outstanding against any mortgaged property; 

• There is no offset, defense or counterclaim to any mortgage note, except as stated in the mortgage loan 
sale agreement; 

• Each mortgaged properly is free of damage and in good repair, ordinary wear and tear excepted; 

• Each mortgage loan at the time il was made complied with all applicable local, state and federal laws, 
including, without limitation, usury, equal credit opportunity, disclosure and recording laws, and 
predatory and abusive lending laws applicable to the originating lender; 

• Each mortgage loan (except mortgage loans secured by cooperative properties) is covered by a title 
insurance policy insuring the lien status of the mortgage, subject to the exceptions set forth in the 
policy; 

• Each mortgage loan with a loan-to-value ratio both (i) as of the Cut-Off Date and (h) as of its respective 
origination date in excess of 80% was covered, as of the Cut-Off Date, by a primary insurance policy, 
and such policy or guaranty is valid and remains in full force and effect; 

• All hazard insurance or other insurance required under the mortgage loan sale agreement has been 
validly issued and remains in full force and effect; 

• Each mortgage and mortgage note is the legal, valid and binding obligation of the maker thereof and is 
enforceable in accordance with its terms, except only as such enforcement may be limited by laws 
affecting the enforcement of creditors' rights generally and principles of equity; 

• The sponsor used no adverse selection procedures in selecting the mortgage loans from among the 
outstanding adjustable rate conventional mortgage loans owned by it which were available for sale and 
as to which the representations and warranties in the mortgage loan sale agreement could be made! and 

• Each mortgage loan constitutes a qualified mortgage under the Internal Revenue Code, 

S-60 
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Pursuant to the pooling agreement, the depositor will represent and warrant to the Trust that, as of the 
Closing Date, the Trust will be the legal owner of each mortgage loan, free and clear of any encumbrance or lien 
(other than (i) any lien arising before The depositor’s purchase of the mortgage loan from the sponsor and (ii) any 
lien under the pooling agreement). 

In the event of a material breach of the representations and warranties made by the sponsor or the depositor, 
the breaching party will be required to either cure the breach in ail material respects, repurchase the affected 
mortgage loan or substitute for the affected mortgage loan. In the event that a required loan document is not 
included in the mortgage files for the mortgage loans, the sponsor generally will also be required to either cure 
the defect or repurchase or substitute for the affected mortgage loan. See “Description of the Securities — 
Representations and Warranties Regarding the Mortgage Loans! Remedies for Breach" in the prospectus for a 
description of the purchase price for each repurchased mortgage loan and the requirements with respect to 
substitutions of mortgage loans. 


Criteria for Selection of Mortgage Loans 

The sponsor selected the mortgage loans from among its portfolio of mortgage loans held for sale based on a 
variety of considerations, including type of mortgage loan, geographic concentration, range of mortgage interest 
rates, principal balance, credit scores and other characteristics described in Appendix B to this prospectus 
supplement, and taking into account investor preferences and the depositor’s objective of obtaining the most 
favorable combination of ratings on the certificates. 

S-61 
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Kerry Killinger’s Responses To Supplemental Questions For The Record From 
Senator John Ensign, Permanent Subcommittee On Investigations 

General Remarks: 

Before providing my responses to each of these questions, i have two general 
comments that relate to many, if not all of the questions below. 

First, 1 did not directly manage the underwriting, purchasing, securitization, or sale 
of mortgages or mortgage backed securities to Fannie Mae and Freddie Mac (collectively 
the “GSEs”), or to other firms in the private secondary market. At Washington Mutual, 
these functions were handled by our Capital Markets Group with input from our Home 
Loans group. ! have a high-level, general understanding of the secondary market activities, 
but cannot comment on certain specific details. 

Second, I disagree with the apparent premise of some of the questions that option 
ARM products were inherently faulty or bad financial products, or that because some 
borrowers chose to make the minimum payment this somehow made these types of loans 
faulty. Before the most recent financial crisis, option ARM products had been offered by 
lenders for more than two decades. Although option ARM products would not be 
appropriate for all borrowers, the product provided a number of benefits to many 
consumers, including the benefits I identified in my written testimony, which 1 previously 
submitted to the Subcommittee. Option ARM loans had historically performed well, with 
low delinquency rates over long periods of time. Washington Mutual did not offer Option 
ARMS through its sub prime mortgage origination channel. The primary problem facing 
Washington Mutual's Option ARM customers (as well as borrowers using other loan 
products) was unprecedented housing price declines of 40% or more in some of 
Washington Mutual's key markets. In light of changing market conditions, Washington 
Mutual significantly reduced its originations of new option ARMs and expanded its loan 
modification initiatives, a process that started even before the financial crisis escalated in 
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the second half of 2007 and 2008. Washington Mutual significantly reduced its 
originations of option ARMs in 2006, 2007, and 2008. As a percentage of Washington 
Mutual's total loan originations, this product declined from about 25% in 2005, to 21% in 
2006, to 16% in 2007, and to less than 1% for the first six months of 2008. 


Answers to Specific Questions bv Senator Ensign: 


I understand that around 2005, the WaMu Board approved a five year strategic plan that 
emphasized the origination of higher risk home loans. As a justification for this approach, 
some of the WaMu witnesses identified the dominance and advantages of Fannie and 
Freddie as a reason why the bank moved away from conventional loans into the riskier 
ones. You specifically noted that the residential first mortgage market "became dominated 
by unregulated mortgage brokers originating loans to be sold to the GSEs" and that lenders 
who originated loans and held them in portfolio became a “diminishing factor" in this new 
environment. It seems to me, then, that Fannie and Freddie’s presence in the market 
actually encouraged the issuance of riskier loans. 

o Do you agree with that conclusion? Why or why not? 

Mr. Killinger's Response to Senator Ensign's Question: 

The GSEs were a dominant factor in the secondary mortgage market and set the 
underwriting guidelines for the mortgages they purchased. The GSEs were able to operate 
with lower capital levels and at correspondingly higher leverage ratios than depository 
institutions like commercial banks and thrifts. These factors, combined with their lower 
cost sources of funding, meant the GSEs played a significant role in determining 
underwriting guidelines for the entire residential first mortgage market and the products 
that were offered. 

In recent years prior to the financial crisis, the GSEs, along with private firms on 
Wall Street, expanded their appetite for all types of prime and subprime loans. The GSEs 
eventually became some of the largest purchasers in the secondary market for subprime 
mortgages. The appetite for option ARM loans by the GSEs and Wall Street also created an 
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active secondary market for this product. This led to a surge in broker originations of 
option ARMS, it is clear that the GSEs were a major and growing factor in the origination of 
prime and subprime loans. 

Senator Ensign'.s Oue.stions: 

It has been reported that from 2001-2007, WaMu sold roughly $430 billion in loans to 
Fannie and Freddie, including Option ARMs. Under WaMu's Option ARM loans, borrowers 
had 4 options: 1) paying the full amount needed to pay off the loan in 30 years; 2} paying a 
higher amount to pay off the loan in 15 years; 3) paying only the interest per month and no 
principal; and 4) making a minimum payment that covered only a portion of the interest 
and none of the principal. Borrowers that repeatedly picked the interest only or negatively 
amortizing option would eventually face a higher payment after the loan "recast". 

o Was the Option ARM an attractive WaMu mortgage for Fannie and Freddie to 
buy? 

o Was there evidence to suggest that borrowers favored the minimum payment 
option? If so, was this information shared with the GSEs (i.e. did they have 
knowledge that these loans faced a high risk of default and were thus faulty 
financial products)? 

Mr. Killinger's Response to Senator En.sign'.s Ouestion.s: 

The GSEs purchased many option ARM loans originated by Washington Mutual, 
Based on these purchases, it is reasonable to conclude that the GSEs expected that WaMu's 
option ARMS would provide attractive returns for them. 

Option ARM loans had historically performed well, with low delinquency rates over 
long periods of time. And in prior regional housing downturns (for example as experienced 
in California in the early 1990s], consumers tended to limit the amount of negative 
amortization by making payments above the minimum. But in the most recent housing 
downturn, a higher percentage of borrowers chose to make only the minimum payments 
on their option ARMs. Even so, as of june 30, 2008, the Company's option ARM portfolio 
balance had only grown by less than 4% above the original loan amount due to negative 
amortization. 
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I cannot comment on what specific information may have been communicated to the 
GSEs about our option ARM portfolio because I was not directly involved with that aspect 
of the business. 

Senator Ensign’s Oue.stions: 

CBO has estimated that losses associated with Fannie and Freddie’s loan portfolio is 
projected to reach $370 billion by 2020. It is without dispute that WaMu and others 
certainly made some irresponsible decisions that helped fuel this crisis. However, ! must 
also lay blame with the GSEs because, by agreeing to buy such risky mortgages, they 
effectively endorsed them, 

o Did Fannie and Freddie ever reject any of your loans? If so, in what ways did the 
rejected loans differ from the Option ARM loans they bought? 

o Did the GSEs, more often than not, agree to buy WaMu loans that are by today's 
standards considered risky? 

0 Can you discuss the underwriting standards at Fannie and Freddie that at that 
time made these sales possible? 

Mr. Killineer’s Response to Senator Ensign's Questions: 

1 respectfully disagree that Washington Mutual made irresponsible decisions that 
fueled the financial crisis. In fact, as referenced in my written testimony, Washington 
Mutual took significant measures to adjust to changing market conditions in the housing 
market. Beginning in 2005, two years before the financial crisis hit, 1 was publicly and 
repeatedly warning of the risks of a housing downturn. Unlike most of our competitors, we 
aggressively reduced our residential first mortgage business. From 2003 to 2007, the 
Company reduced its residential first mortgage originations by 74%, thus reducing its 
market share of total residential first mortgage originations by about 50%, from about 12% 
to about 6%. 

The GSEs set their own underwriting guidelines and purchased loans that 
conformed to them. Because 1 did not participate in negotiations with the GSEs about the 
sale of our loans to them, I cannot comment on anyspecific instances where the GSEs 
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refused to purchase our loans for sale. Washington Mutual did, however, tighten its 
underwriting guidelines even before the financial crisis hit, The reductions in originations 
referenced above and in my written testimony reflect such tightening. Of course, my 
understanding is that the underwriting on loans that are being made today is far different 
than loans underwritten before the financial crisis. 

Senator Ensign's Oue.stioits: 

In his testimony, Mr. Rotella states that as the housing market began its downward slide, 
WaMu began to limit its credit exposure by reducing its volume of Option ARMs, tightening 
underwriting standards, and originating more conforming mortgage loans that could be 
sold to the GSEs, But, some of the WaMu witnesses testified that those Option ARMs were 
considered conforming loans that were often sold with ease to Fannie and Freddie. It 
seems to me then that the standards for your new loans during that period should not have 
been whether they were GSE "conforming loans," the standards should have been higher. 

0 Should WaMu loans have met higher standards? Why or why not? 

Mr. Killinger's Response to Senator Ensign’s Questions: 

As noted in my written testimony, Washington Mutual took steps to dramatically 
reduce our market share of home loan originations. Before the financial crisis, Washington 
Mutual’s market share for most higher risk residential loan products declined dramatically. 
For example, the Company's market share of subprime loan originations declined from only 
6% to less than 3%, and its market share of option ARM originations also declined over this 
period. Option ARM originations in 2007 decreased by about 65% from its peak in 2004. It 
is particularly noteworthy that Washington Mutual was decreasing its market share at a 
time when most large competitors were increasing or maintaining their market share of 
originations. 

1 also believed that Washington Mutual’s home loans underwriting guidelines were 
sufficiently tightened and were appropriate under the circumstances at that time. 

However, with the benefit of hindsight, and although Washington Mutual took more 
defensive actions than many of its competitors, had we foreseen the magnitude of the 
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housing collapse, we would have tightened our underwriting guidelines even more. Such 
measures, of course, would have presented other issues such as the Company’s CRA rating 
and its commitment to serve its customers and communities. 


WaMu, at one point, developed its own securitization arm, giving it the ability to acquire 
loans from a variety of sources, securitize them, and then sell them to investors. It also 
held a number of loans within its own portfolio. This is, in some ways, similar to how 
Fannie and Freddie operate. So, in this way, it appeared to compete with Fannie and 
Freddie. 

o Is that the case? If so, can you discuss WaMu's role as a competitor to Fannie 
and Freddie? 

o Based on WaMu’s experience, can the GSEs have a true successful private sector 
competitor? Why or why not? 

Mr. Killinger'.s Response to Senator Ensign's Questions; 

GSEs were in some ways a competitor to Washington Mutual, but the GSEs were also 
a source ofliquidity for Washington Mutual and thus comparable in other ways to a 
business customer or partner. Without major structural changes to the status quo, the 
GSEs have a significant competitive advantage against traditional portfolio lenders like 
Washington Mutual. The GSEs' ability to operate at high leverage ratios, reduced capital 
requirements, and lower cost of capital gives them a significant advantage over traditional 
portfolio lenders like Washington Mutual. If no changes are made to alter or minimize 
these advantages, then the GSEs will continue to have a superior competitive position, 
making it very difficult for other private lenders to compete with the GSEs. 
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Stephen J. Rotella’s Responses to May 25, 2010 Supplemental Questions 
for the Record from Senator John Ensign 

UNITED STATES SENATE 

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
HEARING ON 

WALL STREET AND THE FINANCIAL CRISIS: 

THE ROLE OF HIGH RISK BANKS 
Held April 13, 2010 

Thank you for the opportunity to provide additional information to the 

Subcommittee and to assist in its investigation. I have received Senator Ensign’s 

supplemental questions (reproduced in bold) and have provided responses below. These 

responses reflect my experiences at WaMu following my arrival at the company in 2005, 

after the five-year strategic plan referenced in the first question had already been 

implemented. That plan, approved by the WaMu Board in 2004, emphasized the 

origination of higher margin and, therefore, higher credit risk products, WaMu’s 

origination of higher risk products, such as subprime loans and Option ARMs, had been 

growing at high double or even triple digit rates in prior years. As I noted at the April 13 

hearing and in my written testimony, the production of subprime and Option ARM 

lending decelerated and was subsequently reduced significantly every year after I arrived, 

(1) I understand that around 2005, the WaMu Board approved a five year 

strategic plan that emphasized the origination of higher risk home loans. As a 
justification for this approach, some of the WaMu witnesses identified the 
dominance and advantages of Fannie and Freddie as a reason why the bank 
moved away from conventional loans into the riskier ones. Mr. Kiliinger 
specifically noted that the residential first mortgage market “became 
dominated by unregulated mortgage brokers originating loans to be sold to the 
GSEs” and that lenders who originated loans and held them in portfolio 
became a “diminishing factor” in this new environment. It seems to me, then, 
that Fannie and Freddie’s presence in the market actually encouraged the 
issuance of riskier loans. 

o Do you agree with that conclusion? Why or why not? 
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I agree that the GSEs contributed to — but were not the only factor in — the 
growth of higher risk lending in the industry. The GSEs* duopolistic powers and 
government-conferred advantages led to thin margins for private lenders on the products 
the GSEs bought and securitized or held in their portfolios. The GSEs were critical 
outlets for mortgage sales, but they were also competitors as their profit driven goals led 
them to expand their role and encroach in areas outside their original mission. 
Unfortunately, little was done to clarify the GSEs’ blurred public/private role, despite 
years of criticism and requests by various entities and individuals to rein them in. 

The GSEs’ quest for profits and growth led to expanded underwriting 
criteria driven through the GSEs’ own proprietary systems and processes. A substantial 
portion of the GSEs’ loan purchases prior to and during the bubble years could be 
classified as subprime, keeping in mind that the GSEs were charged, at least in part, with 
facilitating the Government’s affordable housing policies by making financing available 
to lower income households. Since the GSEs set the standards in mortgage lending, the 
GSEs’ subprime expansion may have conferred a level of legitimacy to other market 
participants during this period and may have been a factor in the growth of subprime 
products. 

On the topic of mortgage brokers, 1 believe that at the peak, mortgage 
brokers originated over 60% of residential mortgage loans in this country. Brokers were 
not subject to any federal or other comprehensive regulation, generally had “no skin in 
the game” as it related to risk retention and had little capital strength. In addition, I 
believe that data shows that loans originated through most but not all brokers had higher 
default rates than those originated directly with consumers. Some industry participants 
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believe that the GSEs encouraged the growth of mortgage brokers by making it easy for 
them to do business and take market share from larger more highly regulated companies. 
Since brokers operated in an “originate to sell mode” {i.e. they did not hold loans and 
retain any credit risk), their profits and compensation were disconnected from future 
credit performance. 

(2) It has been reported that from 2001-2007, WaMu sold roughly S430 billion in 
loans to Fannie and Freddie, including Option ARMs. Under WaMu’s Option 
ARM loans, borrowers had 4 options: 1) paying the full amount needed to pay 
off the loan in 30 years; 2) paying a higher amount to pay off the loan in 15 
years; 3) paying only the interest per month and no principal; and 4) making a 
minimum payment that covered only a portion of the interest and none of the 
principal. Borrowers that repeatedly picked the interest only or negatively 
amortizing option would eventually face a higher payment after the loan 
“recast”. 

o Was the Option ARM an attractive WaMu mortgage for Fannie and 
Freddie to buy? 

FNMA and Freddie Mac would be best positioned to answer this question. 
What I do know is that the GSEs could opt to buy or not buy all manners of loans at their 
discretion, and did purchase Option ARM loans. The GSEs only agreed to buy new 
products after their own research and analysis, often taking months of work. The GSEs 
had the unlimited ability to ask for and receive data they believed was relevant to their 
analysis. 


While I was not directly involved in the Option ARM negotiation process, 
my understanding is that both GSEs were given extensive amounts of information on the 
characteristics and performance of Option ARMs before setting the prices and parameters 
that would govern their purchases. My recollection is that the GSEs charged a guarantee 
fee or “G-fee” (the fee paid by lenders when they sell product to the GSEs that represents 
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the GSEs’ view of risk) that was many multiples of the normal fee for a conventional 
product, which reflected their assessment of risk and return. 

o Was there evidence to suggest that borrowers favored the minimum 

payment option? If so, was this information shared with the GSEs (i.e. did 
they have knowledge that these loans faced a high risk of default and were 
thus faulty financial products)? 

I do not recollect the extent to which borrowers favored the minimum 
payment option. As 1 mentioned above, 1 believe the GSEs were given extensive 
amounts of data to complete their own analyses of the product before choosing to 
purchase and price Option ARMs. 1 do not know, however, whether information 
concerning the payment option preferences of borrowers was requested by the GSEs or 
whether they obtained comparable information from other sources. 


(3) CBO has estimated that losses associated with Fannie and Freddie’s loan 

portfolio is projected to reach S370 billion by 2020. It is without dispute that 
WaMu and others certainly made some irresponsible decisions that helped fuel 
this crisis. However, I must also lay blame with the GSEs because, by agreeing 
to buy such risky mortgages, they effectively endorsed them. 

o Did Fannie and Freddie ever reject any of your loans? If so, in what ways 
did the rejected loans differ from the Option ARM loans they bought? 

I was not involved in the day-to-day underwriting decisions in WaMu’s 
mortgage business. Based on my experience in the industry, a portion of the loans 
submitted to the GSEs by any lender would be rejected for various reasons. I do not 
know how the rejected loans differed from those approved and purchased but again, 
based on my experience, loans sold to the GSEs went through their proprietary 
underwriting systems that evaluated whether or not those loans met the criteria set by the 
GSEs. The criteria included a host of factors, and if the loan did not meet the criteria, it 
would be rejected. 
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o Did the GSEs, more often than not, agree to buy WaMu loans that are by 
today’s standards considered risky? 

The GSEs bought loans that they believed met their risk return criteria at 
the time of their purchase and, as I noted above, charged varying levels of fees based on 
their assessment of risk. They were in full control of the pricing and the decision to 
accept or reject loans. 

o Can you discuss the underwriting standards at Fannie and Freddie that at 
that time made these sales possible? 

The GSEs established the standards for the products they wanted to buy, 

and those standards would vary from time to time. Because the mortgage business had 

many products, with multiple features, leading to complicated sets and subsets of 

underwriting standards and policies, and because as Chief Operating Officer I was 

charged with overseeing the entire mortgage business (in addition to three other WaMu 

businesses), I am not in a position to provide a detailed response to this question. 

(4) In your testimony, you state that as the housing market began its downward 
slide, WaMu began to limit its credit exposure by reducing its volume of 
Option ARMs, tightening underwriting standards, and originating more 
conforming mortgage loans that could be sold to the GSEs. But, some of the 
WaMu witnesses testified that those Option ARMs were considered 
conforming loans that were often sold with ease to Fannie and Freddie. It 
seems to me then that the standards for your new loans during that period 
should not have been whether they were GSE “conforming loans,” the 
standards should have been higher. 

o Should WaMu loans have met higher standards? Why or why not? 

After I arrived at WaMu in 2005, WaMu’s origination of Option ARMs 
was reduced, as was subprime volume, overall new loan originations, WaMu’s portfolio 
of owned loans and its mortgage servicing balances. Indeed, we were working to reduce 
concentration risk in all areas of the mortgage business. Specifically, Option ARM 
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volume was up !24% in 2004, the year before I arrived, to a peak of about $67. 5B. In 
2005, after that significant increase, my team applied the brakes and reversed course. 
Volumes were reduced by 35% in 2006, another 44% in 2007, and the product was shut 
down in 2008. 

With respect to the “conforming loans” point — and I understand 
“conforming” to mean the size of a loan that would make it possible to sell to the GSEs if 
the loan met their other criteria — any loans that were sold to the GSEs or other investors 
at any time, before, during or after the bubble, were sold under the underwriting 
standards set by FNMA or Freddie Mac. The company paid hefty fees to the GSEs to 
purchase the company’s loans and agreed to make representations and warranties 
allowing for the loans to be “put back” if it was later learned that a material defect 
occurred. Again, the GSEs dictated the underwriting terms and pricing, not the lender. 

Clearly, in hindsight, lenders, the GSEs, and nearly all experts 
underestimated the extent of the housing bubble, and credit was mis-priced for a 
widespread national house price decline. At WaMu, from 2005 on, we were reducing our 
mortgage participation faster than the industry at large, while others were growing or 
buying into the business. 

(5) WaMu, at one point, developed its own securitization arm, giving it the ability 
to acquire loans from a variety of sources, securitize them, and then sell them 
to investors. It also held a number of loans within its own portfolio. This is, in 
some ways, similar to how Fannie and Freddie operate. So, in this way, it 
appeared to compete with Fannie and Freddie. 

o Is that the case? If so, can you discuss WaMu’s rote as a competitor to 
Fannie and Freddie? 

Like all large mortgage lenders, WaMu built capabilities to manage 
market risk on loans to be sold or held in portfolio, as well as servicing rights. The unit 
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that managed market risk also sold loans to the GSEs and other third parties and would 
participate in securitizations in products outside the domain of the GSEs. While that unit 
performed some of the same ftinctions as the GSEs, it (or any private sector lender) could 
not compete with the GSEs on products the GSEs bought or held in portfolio because of 
the government-conferred advantages, some of which I noted earlier. 

o Based on WaMu’s experience, can the GSEs have a true successful private 
sector competitor? Why or why not? 

No, there cannot be a true successful private competitor in the products the 
agencies buy unless the playing field is level, which it has not been. In particular, the 
GSEs enjoy access to liquidity and an artificially low cost of capital, due to US 
government backing, that no private sector competitor can match. 
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